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[ ntroduction and Summary

On April 26, 2001, the Commission issued an order (April 26 Order) * establishing new price
mitigation for sdesin the Cdifornia Independent Sysem Operator's (1S0) andillary services and
imbalance energy markets (oot markets). 2 The April 26 Order dso indtituted an investigation under
section 206 of the Federd Power Act (FPA) into the reesonableness of the rates for wholesde sdesin
the spot markets ® in the Western Systems Coordinating Coundil (WSCC). # In so doing, we were
mindful thet the West isasngle market which isa once inextricably interrdated, yet characterized by
important differences Fundamentd in thisregard is that the Cdliforniagpot markets are presently
adminigered largdly through the | SO's centralized dearinghouse, which operates asingle price auction,
while sdesin the rest of the West are consummeated on an individud bilateral contract besi's and not
through a centrdized dearinghouse

We have recaived and carefully conddered many comments on how to change or improve our
price mitigation in Cdiforniaand on whether and how to initite price mitigetion in the rest of the
WSCC. Today, wewill prescribe price mitigation for spot markets throughout the West which will
guide the WSCC's energy markets through the difficult process of sdf-correction. In so doing, we
sk to intervene in markets in as limited amanner as possble conggtent with our responsihilitiesto
endure just and reasonable rates under the FPA, to rdly on market principles wherever we can, and to
baance carefully the need for price rdief againg the need for price Sgnasto atract critica supply
anry.

1San Diego Gas & Hledtric Company v. Sdlers of Energy and Andillary Sarvices, 95 FERC
161,115 (2001). On May 25, 2001, the Commisson issued an order providing darification and
preiminary guidance on the implementation of the mitigation plan. 95 FERC ] 61,275 (2001).

2The price mitigation established in the April 26 Order replaced the price mitigation previoudy
in effect for such sdles, and is an outgrowth of a Commisson investigation under section 206 of the
Federd Power Act (FPA) of the reasonableness of rates for public utility sdesthrough the markets
operated by the 1SO and the Cdifornia Power Exchange (PX).

3As used throughout this document, the terms "spot markets' or "spot market sdles' meens
sdestha are 24 hours or less and that are entered into the day of or day prior to ddivery.

“References throughout this document to the WSCC are intended to refer only to the United
States portion of the WSCC.



Docket No. EL00-95-031, et d. -3-

Today's order isone of aseries of mitigation directives that began with our underlying order,
issued December 15, 2000, ° to correct dysfunctionsin the wholesale power markets operated by the
ISO and PX. Spedificdly, the dimingtion of the mandatory buy-sdll requirement and the dimination of
the PX rate schedule have hdped to turn the tide in diminating Cdiforniaiinvestor-owned utilities
chronic rdiance on oot markets The effects of the price mitigation directed by our December 15
Order and the attions of the State of Cdiforniain moving to longer-term contracts and conservetion
efforts have hed a sgnificant dampening effect on prices. Asaresult, Cdiforniainvestor-owned utilities
no longer rly on oot markets for meeting the entirety of the needs of the dectric cusomersthey serve
Cdifornianow forecagsthat it will only rdy on the goot markets this summer for aout 20% of its o+
pesk energy requirements, as compared to 100% prior to the December 15 Order. © Infact, in certan
hours, the 1SO data show no purchases whatsoever in itsimbaance energy market. Because this
market isthe dosest in time to when load must be met, it can exhibit the highest pricesin times of
shortage.

The reduction of the gze of the ISO's oot market to levels more reflective of gppropriate risk
management was, and remains, the cormergtone of our price mitigation. The reduction of the sze of
Cdifornids gpot market in conjunction with the mitigation plan adopted in our April 26 Order, aswel
asadramdic reduction in gas prices and fewer generdion outages in Cdifornia, are anong the factors
that have hed the effect of lowering energy pricesinthe West. Western power prices have fdlen
recently, with reports by the SO diting peek daytime purchase cogts of less than $100/MWh and off-
peek power purchases of lessthan $20/MWh. During the wesk ending June 9, prices for lag-minute
pesk power a Western trading hubs fdl to less than $55/MWh from a high of about $170/MWh eaxrlier
inthewesk.” Thistrend continued into the week ending
June 16 with prices hovering between $50/MWh and $65/MWh a most of the Western power
indexes® 1n addition, prices for Western forward contracts are dso down dramatically, with year

®San Diego Gas & Eledtric Company v. Sdlers of Energy and Andillary Sarvices 93 FERC
161,294 (2000) (December 15 Order).

Update of Cdifornia Department of Water Resources Power Purchase Contract Efforts,
Cdifornia Department of Water Resources (May 31, 2001).

"Platts Power Markets Week, June 11, 2001. Prices of Spot Electricity, Wesk Ending une 9
- Dally On-Pesk Indexesfor Cdlif-Ore Border, Mid-Columbia, Pdo Verde, Four Corners, North Peth
15, and South Peth 15 (Sx Western Indexes).

8Megawatt Daily's Market Report, June 11 through June 14, 2001, for Six Western Indexes
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2002 forward transactions dropping from $127 to $68/MWh, and 2003 forward contracts from $60 to
$41 in the past month, °

While progress has been made in correcting market dysfunctions, the dysfunctions will not be
fully corrected until additiond load is moved from the spot market to longer-term contracts (amixed
portfalio of supply contracts) and the basic ructurd defect of inedequate supply inthe West is
corrected. The Commission therefore has determined thet in order to ensure thet rates for sdesfor
redein spot marketsin Cdiforniaand the rest of the WSCC continue to fdl within azone of
reesonableness we will provide for price mitigation in Cdiforniaand throughout the remainder of the
WSCC during reserve deficiency hours i.e, when reservesin Cdiforniafal below 7 percent (in
Cdifornia, Stage 1 is called when resarves fdll beow thislevel). 1° Aswefound in our April 26 Order,
thisiswhen the leve of demand gpproaches the amount of available supply and suppliers havethe
grestest opportunity to exercise market power. 1n addition, based on the comments received and
based on prices thet we recently have obsarved in Cdiforniain hours where thereis no reserve
defidency, we condude thet as an added measure in protecting customers, a thistimeit isaso
gopropriate to provide for atype of price mitigation for pot market sales during other hours

Asnoted, wefind it gppropriate to provide for price mitigation in the spot marketsin Cdifornia
and throughout the West in reserve deficiency hours i.e., when resarvesfdl beow 7 percant in
Cdifornia Aswefoundin our April 26 Order, @ thesetimes supply is scarce rddive to demand and
Hlers have the greetest ability to dictate price. The price mitigation we will adopt for these hours will
be based on market principles and will gpply to Cdifornia and the remainder of the Wes. Because
thereis no centrdized dearinghouse for spot market sdesin the WSCC other than in the 1SO, and
therefore no ability to develop a ssparate market dearing price for sdes outsde the ISO, we will apply
the |SO market dearing price as the maximum price to dl sdesin the WSCC spat markets during
reserve deficiency hours (Stage 1 or above) cdled by the 1SO. We expect pricesto be beow this
leve to reflect the degree to which supply exceeds demand. Thus, our mitigation will apply to dl sdlers
in the WSCC, induding marketers and non-public utilities. 1tiscariticd to treet dl sdlersdiketo
remove the incentive to sdl in one areaversus ancther when aresarve deficency is cadled by the ISO.
We dso will dlow sdlers other than marketers the opportunity to justify prices above the merket
dearing price during resarve deficdency hours and we will provide guidance on the spedific showing thet
asler must meke,

P at's Power Markets Week, June 11, 2001, pp. 1, 16. As used throughout this document,
"forward contracts' or "forward transactions’ means any transactions with afuture ddivery thet are
entered into more than 24 hours before commencement of sarvice

190ur April 26 Order referred to Stage 1 being called by the SO when resarvesin Cdiformia
fdl bdow 7.5%. The correct number is 7%.
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In non-reserve deficiency hours, when supply is not scarce, prices should be disciplined
suffidently and should reflect an accurate meesure of the shortage confronting the West and provide a
clear price 9gnd to induce new supply. However, commenters are concerned thet prices may reman
high in hourswhen resarves are adequate. Thereislittle doulbt thet regulators areill-equipped to
replicate the premiums which afundioning market assgnsto adiminishing supply. Itispreasdy for this
reason thet, in our April 26 Order, we did not attempt to develop an adminidraivey determined
component for shortage and chose indtead to rely on pricesin non-reserve deficiency hoursto send the
correct price Sgnd. Neverthdess, a thistime, we will implement price mitigation in non-reserve
oefidency hoursaswdl. However, we will use amodified form of our present mitigation during non-
reserve deficiency hours - to ensure thet prices will continue to induce new supply. Wedo soasa
discretionary meatter to provide an added meesure to protect customers and the economies of the
Western setes, even though we view prices above the margind cogt of generation in these hoursasa
necessary reflection of the supply shortage & hand. Indlituting mitigation in these hours will protect
customers 0 thet dl energies and atention can be harnessed on the tasks of adding new supply and
upgrading energy infrastructure and of completing Cdlifornias trandformation from 100% reliance on the
spot market to abdanced portfalio of short, medium and long-term supply arrangements, aswel as
protecting neighboring Sates from undue harm.  Later in this order, we direct the Sate of Cdifornia
and patiesin the San Diego Gas & Eledric Company complaint prooseding to settlement procesdings
to complete the task of settling past accounts and sructuring the new arrangements for Cdifornids
energy future. We will monitor our price mitigetion in nonHresarve deficiency hoursto ensurethat it is
providing the incentives needed to correct the present market dysfunctions Wewill adjugt the
mitigation, as needed, to induce long-term supply entry and the forward contracts required to support
thet entry.

The price mitigation we are adopting again rdies on market solutions and mechaniamsto the
maximum extent possble We will continue to use asngle market dearing price derived from must
offer and margind cost bidding requirements for hours of reserve defidency in Cdifornias organized
gpot market. We dso will adapt these market dearing pricesfor usein dl other hours, both in
Cdifornias spot markets and the West's spot markets. Before describing in generd the price mitigation
thet will be reguired in the ISO's markets and in the bilaterdl oot marketsin Cdiforniaaswell asthe
re of the Wes, we bdieveit isimportant to enumerate the mgor congderaions we have baanced in

developing gopropriete price mitigetion.

. Thereisaditicd interdgpendence among the pricesin the 1SO's organized oot
markets the pricesin the bilaterd spot marketsin Cdiforniaand the rest of the West, and the pricesin
forward merkets.
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. Uniform price mitigation for Cdiforniaand the belance of the West should reflect the
same essntid competitive market prindiples, while recognizing the Sgnificant differencesin the sructure
of thosemarkets. 1t dso should diminate incentives for so-called "megawatt laundering’. 1

. In exerdsing our Satutory responghility to ensure just and ressondble rdtes, i.e, rates
thet fal within azone of reasonableness, we must baance the nead for immediate price rdief for
cusomers againg the need for price Sgndsto atract new supply and demand-9de invesments.

. Asmentioned in our prior orders, the cornerstone of remedying the dysfunctionsin the
energy marketsin the West and in bringing both spot and forward prices down over the lagt few
monthsis diminating Cdifornias excessve rdiance on spot markets While sgnificant progress has
been made, some 20 percent of Cdlifornias load remainsin the |SO's spot markets a peek periods. 12

. Buyers and sdlers need certainty and dosure. To the extent possible, our price
mitigation should have dear rules, should set prices before they are charged and should not subject
pricesto change or adjusment after finandid settlement of the day'stransactions. Smilatly, it should
not rely on codly and time consuming adminidtrative processes to set, adjust or judtify prices.

. Abuse of market power cannot and will not betolerated. Sdlerswill be subject to
losing their market based rates for engaging in anticompetitive conduct. Further, as a condition of
continued authorization of market-basad rates, public utility sdlersin the WSCC must agree to refunds,
with interest pursuiant to 18 C.F.R. 8 35.19a, of any overcharges resulting from anticompetitive bidding
or behavior.

To stidy these prindples, the mitigation plan will consgt of the fallowing messures

. Wewill retain the use of asngle market dearing price with mugt offer and margind cost
bidding requirements for sdesin the ISO's oot markets in reserve deficiency hours, i.e,, Stage 1 when
resarves are bedow 7 percent in Cdifornia Sdlersinthe 1ISO's Sngle price auctions will recaive the
hourly market dearing price. For sdles outsde the 1ISO's Single price auctions (bilaterd sdesin
Cdiforniaand the rest of the WSCC) we will gpply this dearing price asamaximum price. Sdlers
outsde the 1ISO's single price auction will receive the prices they negatiate up to this maximum price
There are, however, three adjusments to the dearing price methodology we have previoudy usd.

Hrs, marketerswill be required to bid as price tekers. This means that marketers cannot bid
higher than the market dearing price

1The term "megawatt laundering’ describes behavior where asupplier schedules supply out of
date and then re-imports that power to avoid amitigated price.

12Recent dataindicates thet the rdiance on the oot market is higher during off-peek periods
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Second, we will require sdllersthet own generation to submit bids during reserve defidendies
that are no higher than the margind cost to replace gas used for generation (i.e,, whet the sdller
would pay to procure ges & the lagt minute) plus variable O&M cogts.

Third, weindruct biddersto invoice the 1SO directly for the cogt to comply with emissons
requirements and for sart-up fud cogts and direct the 1SO to file arate mechaniam to bill those
cods over the entire load on the ISO system.  These cost inputs have proven too varied to
dandardizein asngle market dearing price

SHlers other than marketers will be dlowed the opportunity to judtify bids or prices abovethe
maximum prices and we will provide guidance later in this order on what sdllersthat seek to do so must
demondrate.

. For goot market sdes, bath in the WSCC and in Cdifornia, in dl nor- resarve
Oefidency hours (1., when reserve levesin the 1 SO exceed 7%6), we will adapt the use of these
market dearing prices. Eighty-five percent (85%0) of the highest 15O hourly market dearing price
established during the hours when the last Stage 1 (not Stage 2 or 3) wasiin effect will, absent
judtification, serve as the maximum price for the subsequent period. For example, if the highest hourly
market dearing price during a Stage 1 is $140/MWh, spot pricesin al subsequent nonHresarve
deficiency hours beginning when Stage 1 islifted can be no higher then $119MWh (i.e. 85 percent of
$1400MWh). Sdlersthrough the ISO's Sngle price auction will receive the hourly market dearing
price, but that dearing pricewill not excesd $119MWh.23 For example, if the merket dears a
$O/MWh dl biddersin the 1ISO's auctions will receive $90/MWh for thet hour. However, bidsare
limited to $119/MWh and, therefore, the dearing price during the period will never excesd
$119MWh. For sdesoutsdethe ISO'ssngle price auctions (bilaterd sdesin Cdiforniaand the rest
of the WSCC), sHlerswill recaive the prices they negatiate up to the maximum price, inthisexample,
up to $L1YMWh. This maximum dearing price will remain in place until the next Sage 1 is dedared
and anew priceisset. When that Stage 1 islifted, 85% of the highest hourly market dearing price
from thet period will carry forward asthe new maximum price. Sdlers other then marketerswill be
dlowed the opportunity to judtify bids or prices above the maximum prices and we will later inthis
order provide guidance on what sdllersthat seek to do so mugt demondrate.

. The mitigation plan will become effective beginning on the day fallowing the date this
order isissued. 4

BAswe explain later, the IS0 is required to add 10 percent to the market dearing price paid
to generaorsfor dl prospective sdesin its markets to reflect credit uncertainty. This adder will not be
reflected in the market price for the rest of the WSCC.

14 Wewill grant waiver of notice for the | SO's gpproved rate mechanism to recover the cost of
(continued...)
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. Wewill continue to apply dl price mitigation to non-public utilities as a condition of
ling into the spot markets which are the subject of this order and as a condition of usng the interdate
trangmisson grid under our jurisdiction.

. Wewill regffirm that dl public and non-public utilities who own or control generation in
Cdiforniamust offer power inthe ISO's oot markets  This requirement gppliesto any non-
hydrod ectric resource whether owned or under contract to the extent its output is not scheduled (or
committed for minimum operaing resarves) for ddivery inthe hour. Wewill dso require dl public and
non-public utilitiesin the remainder of the WSCC to offer in the spot market of ther choosing any non-
hydrod ectric resource whether owned or under contract to the extent its output is aso not scheduled
(or committed for minimum operating resarves) for ddivery inthe hour.

. The price mitigation will terminate on September 30, 2002.

. Wewill establish settlement proceedings @ this Commission to address any and dl
issuesto ensure that Cdifornia completes the transformetion of its load to longterm contracts. The
Partiesin the San Diego Gas & Electric Company complaint procesding and the Sate of Cdiforniaare
directed to participate in good faith in these procesdings

We emphadize that the rate mitigation prescribed in this order is part of asaries of Sepsthe
Commission has taken to remedy dysfunctionsin Cdiforniawholesdle power markets However, as
we recognized in our first remedia order on December 15, 2000, many of the criticd remedies thet
need to be teken fdl ether whally or in part within the jurisdiction of the Sate of Cdifornia In
paticular, the consummeation of additiond long-term wholesdle contracts, the devel opment of demand
Sde response Sgnds, the Siting of new generation and transmisson, and the congruction of intradtete
netural gas ddivery infragructure are aritica to remedying the current market dysfunctionsand are
dependent on State action. We recognize the significant progress that Cdifornia has mede thus far and
urge further implementation of these critical measures We dand reedy to assgt in these efforts to the
extent possible within our authority.

Findly, in taking action in today's order aswell asin prior ordersin these dockets, beginning on
December 15, 2000, the Commission has taken careful, reasoned sepsto fulfill its Satutory
responsibilities under the FPA. The Commission's datutory respongihility to set just and ressonable

14( . continued)
emisson reguirements to be effective on the day falowing the dete this order isissued. Absent anew
resarve defidency on the 1SO's sysem dedared before the effective date of the price mitigetion
outlined in this order, the market deering price carried forward for non-resarve deficiency hoursis
$108.49/MWh (i.e. 85 percent of $127.64/MWh) (May 31, 2001, dock hour ending 1400).
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raes givesit broad authority to adept its ratemaking policesto the practicd redlitiesfacingit. The
Supreme Court ruled very early on that individud company codt-of-sarvice rates were not the Sne qua
non of rate regulation, and that no Ingle method of ratemaking is sacrosanct asthe only meansto reach
the datutory gods. Rather, the vaue of any ratemiaking palicy isto be judged by its aaility to meat the
datutory god of assuring thet rates remain within azone of ressonableness condgent with the
maintenance of adequiete service

The ratemaking power granted the Commission under the FPA indudes the authority to st the
rules, regulaions, practices, and contracts affecting rates, aswell asthe ratesthemsdves The
Commisson's orders rdated to the Cdiforniamarkets have sought to establish a sructure within which
mearket forces will operate to achieve the satutory god. In this order, the Commission continuesthe
efforts of itsearlier orders to modify the existing market structure throughout the West to minimize the
potentid for market power abuse, and thus to protect againg possible unjust and unreasonable rates,
while at the same time, maximizing the incentive for increased supply in the entire western region.

l. Background

In an order issued August 23, 2000, 1° the Commission indtituted formeal hearing procesdings
under section 206 of the FPA to investigate the justness and reasonableness of the rates for energy and
andllary sarvices of public utility sdlersinto the ISO and PX spot markets, and aso to invedigate
whether the tariffs, contracts, inditutiona sructures, and bylaws of the 1ISO and PX were adversdly
afecting the wholesde power marketsin Cdifornia These proceedings were intended to investigete
the dgnificant increasesin the prices for energy and andllary sarvicesin the Cdliforniamerket.

In the December 15 Order, the Commission found thet the market sructures and rules for
wholesde sdles of dectric energy in Cdiforniawere serioudy flawed and that these Sructures and rules,
in conjunction with an imbaance of supply and demand in Cdifornia, have causad, and continue to have
the potentia to cause, unjust and unreasonable rates for short-term energy under certain conditions.
The Commission, therefore, established avariety of remedies for the Cdiforniawholesdle dectric
markets, which induded, in part, dimination of the mandatory PX Buy-Sdl requirement, establishment
of pendties for underscheduling load, arequirement for an independent governing board for the SO,
and areguirement for thefiling of generation interconnection procedures

Asan interim measure, the Commission aso established a $150/MWh bregkpoint under which
public utility sdllers bidding above the breskpoint receive ther actud bids, but are subject to monitoring
and reporting requirements to ensure thet rates remain just and reasonable, induding the potentid for

15Sen Diego Gas & Electric Company, et d., 92 FERC 61,172 a 61,606 (2000) (August 23
Order).



Docket No. EL00-95-031, et d. -10-

having to pay refundsfor prices charged above the breskpoint. 16 The December 15 Order dso
required the development of alonger term mitigation plan to replace the interim bregkpoint
methodology by May 1, 2001.

On January 23, 2001, the Director of the Divison of Energy Marketsin the Office of Markets,
Taiffs and Rates convened atechnica conference to develop a plan to replace the interim bregkpoint
price. 7 Comments and reply comments on how to replace the interim bresk-point were filed with the
Commisson. In March 2001, Commission Staff issued a recommendation for prospective market
monitoring and mitigation for the red-time dectric market, and comments were filed on this proposal.
The comments focused in particular on the method used for price mitigation and the periods when
mitigation would be gpplied.

On April 26, 2001, the Commission issued its order adopting a prospective monitoring and
mitigation plan for red-time Cdiforniawholesde dectric markets The Commisson's plan induded the
following dements

It enhanced the 1 SO's ahility to coordinate and control planned outages during al hours

It required sdllers with Participating Generator Agreements (PGAS), aswdl as non-public utility
generaorslocated in Cdiforniatha voluntarily make sdes through the ISO's markets or use the
ISO'sinterdate tranamission grid (with the exception of hydrodectric power), to offer dl ther
avallable power in red time during dl hours

It required public utility load serving entities to submit demand bids (identifying the price &
which load will be curtalled) in the red-time market during dl hours.

It established conditions, induding refund lidhility, on public utility sdlers market-besed rate
authority to prevent anticompetitive bidding behavior in the red-time market during al hours

It required the 10O to submit weekly reports on schedule, outage, and bid datafor dl hours so
that Commission g&ff can continue to monitor generating unit outages and red-time prices.

It established amechaniam for price mitigation for al sdlers (exduding out-of-Sate generators)
bidding into the ISO's red-time market during aresarve deficiency, beginning & aStege 1 dert,
which is defined as having resarves of 7 percant or less. Under this mechaniam, the

160n March 9, 2001, the Commission issued an order directing public utility sdlersto provide
refunds (or offsets to amounts owed) or to provide cost or other judtification for prices thet exceesded
the bregkpoint. 94 FERC 161,245 (2001), rehig pending.

1793 FERC 161,294 at 61,983, 61,996-97.
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Commisson established aformula (basad on gasAfired generation) thet the 1SO can useto
etablish the red-time market dearing price when mitigation goplies. Higher bidswere
permitted if they could be jutified.

Inthe April 26 Order, the Commisson aso established an inquiry into whether aprice
mitigation plan Smilar to the one for Cdiforniashould beimplemented inthe WSCC. The order invited
comment on how such aplan should be Sructured.

The patiesliged on Appendix A havefiled for rehearing of the April 26 Order. A number of
parties have filed mations for late intervention. While the Commission ordinerily does not permit late
interventions after an order has been issued oldy to file for rehearing, the Commisson will grant the
late interventions in thisingtance because of extendve overlgp of the issues between the Cdifornia
oriented parts of the April 26 Order and the West-wide investigation indituted in thet order, and the
fact thet the April 26 Order authorized additiond comments and interventions for purposes of the latter.
Appendix B ligs those filing commentsin the section 206 proceading with respect to the WSCC.

I. Discusson
As destribed earlier, the Commisson is adopting amitigation plan covering both Cdiforniaand

the remainder of the WSCC during dl hours for gpot market sdes In the following sections, the
Commission will address the rehearing requests and the West-Wide comments rdaing to this mitigetion

plan.

A. Outage Coordination

The April 26 Order found thet in order to maintain sufficient generation capecity to meat market
needs, the |SO must work with Cdiforniagenerators to coordinate generaing unit maintenance and
outages, 0 that sufficient energy will be avallable when nesded while dso providing for rdiable plant
operation. Theorder required the 1SO to make ataiff filing proposng amechanism for outage
coordination. ThelSO made its compliance filing on May 11, 2001.

Mog patiesarein favor of such outage coordingtion. The CPUC, however, dates thet
procedures relaing to outage control and coordination are within the dateésjurisdiction. CAC/EPUC
contends thet outage coordination may unreasonably burden QF fadilities, because thelr outages are
affected by ther therma host. DWR contends the outage controls should not be gpplied to
hydrodectric generaiors. Duke, on the other hand, protests the |SO's proposd and asksthe
Commisson to darify the need for truly cooperative sandards and procedures

The S0 hasthe authority to coordinate and control generation outage schedules for resources
under PGAs The Commisson darifiesthat only the 1SO's outage coordination role will be extended to
al other in-date generating fadlities insofar as these generators must submit to the SO maintenance
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schedules for their generating units. Thiswill provide the 1SO with the information necessary to
maximize the efficent use of dl ingdate resources. For example, with thisinformation, the 15O will be
able to determine whether to schedule generation under its control based on when other generaion
resources will be out-of-sarvice. The 1SO, however, will not be authorized to schedule maintenance
for units not under aPGA.

B. Sdling Onligetions

Themitigation plan requires those generaiors with PGAS aswel as nonHpubdlic utility
gengraorsin Cdifornia sdling through the | SO markets or using the | SO's tranamission lines, to offer
the SO dl of ther cgpadity inred time during al hoursif it is available and not dready scheduled to
run. This must-offer obligation does nat apply to power scheduled to run under bilaterd agresments.
The mug-offer obligation does nat goply to hydrodectric power because of its multi-purpose limitations
(e.g, irrigation, recreetion, and power production). The mug-offer obligation is designed to prevent
withholding and thereby to ensure that the 1SO will be @dleto call upon available resourcesin the red-
time market to the extent that energy isneeded. The badisfor this requirement is thet, under
competitive conditions, a generator thet has available energy in red time should be willing to sl thet
enargy a apricetha coversits margind cogts, Snceit has no dterndive purcheser a that time. The
rehearing requests raise anumber of issuesthat will be addressed beow.

1. Applicability to Non-Public Utility Generators

A number of nonHpublic utility entities request rehearing of the requirement thet, because they
meake sdesthrough the |ISO's markets or use the |ISO'sinterdate transmission grid (with the exception
of hydrodectric power), they mudt offer dl thar avallable power inred time during dl hours: They
primarily argue thet the Commisson is oversepping its jurisdictiond bounds by assarting juridiction
over themin violaion of section 205 of the FPA.

CMUA, SMUD, and others contend that the Commisson lacks jurisdiction over municipalities
and other date agendes. CMUA maintainsthat "as far back as 1998, CMUA members have
voluntarily made units avallable to the 1SO, have sold the |SO energy on aregular badsin responseto
rdiability cdls and continue to sl to creditworthy buyers” CMUA a 8. CMUA contends thet there
IS no evidence that such fadlities are refusng unressonably to sl inthe 1ISO's markets.

The Commisson denies the requests for rehearing. The Commission isnot assating jurisdiction
ove non-public utilities. Rather, asthe Commisson explained in the April 26 Order, it isexerdsng its
conditioning authority to assure thet dl generatorslocated in Cdifornia, induding nonHpublic utility
generaors, thet voluntarily sdl into the 1SO's gpot market or that use the | SO's interdtate transmission
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grid, offer their available power in Cdifornia 18 Aswe sated in the April 26 Order, if anon-public
utility mekes sdlesinto the 1SO's markets over which the Commisson has exdusive jurisdiction or uses
the |SO-controlled interdate tranamisson fadlities, it must abide by the same conditionsthet are
goplicable to public utiliies *° On rehearing, parties have raised no arguments that warrant adifferent
result. We cannot meet our Satutory responghilities under the FPA to ensure just and reasonable rates
in the Western spot marketsif we dlow non-public utilities to participate in the ISO's markets and use
interdate tranamisson fadlities while refusng to comply with the meesures necessary to ensurethe
justness and reasonableness of the |SO's rates and terms and conditions of service. In short, the
Commisson cannat ensure just and reasonable rates under the FPA unless non-pulblic utilities, which
sl power into the ISO's market or usethe |SO's trangmission lines, are subject to the same market
rules as public utilities

CAC/EPUC contends that imposing the mugt-offer obligation and the mitigation plan on QF
fadlities conflicts with the regulatory scheme established under the Public Utility Regulatory Policies Act
of 1978 (PURPA). QFs that engagein sdesfor redein intersate commerce and/or the trangmisson
of dectric energy in intersate commerce are public utilities and are therefore subject to the
Commisson's jurisdiction, athough the Commisson has exempted them from many provisons of the
FPA. 2° However, because of the need for uniformity among dl sdllers, the Commission will not
exempt QFs from the mug-offer obligation and mitigation plan to the extent that QFs usethe ISO's
interstate transmission lines and mike sdles through the ISO's markets 2 The exemptions from
regulation granted pursuiant to PURPA to QFs do not mean QFs must or should be exempted from the
mug-offer obligation.

2. Extent of the Must-Offer Obligation

185 Diego Gas and Electric Company, &t &., 95 FERC 161,115 at 61,356 (2001).

91d. Since CMUA members dready sl power on aregular bassto the 150, and are assured
of recovering their margind costs when they run pursuant to the mugt-offer obligation, CMUA has not
demondrated that the Commisson's actions would have an adverse effect on them.

20Sertion 210(€) of PURPA states the Commission shdl prestribe rules under which QFs are
exempt, inwhale or in part, from the FPA, PUHCA, and from Sate laws and regulaions respecting
rates or finandd or organizationd regulation. 16 U.S.C. § 824a-3 (1994). The Commission exempted
mogt QFsfrom portions of the FPA, 18 C.F.R. § 292,601 (2000), PUHCA, 18 C.F.R. § 292.601 (b)
(2000), and from date laws and regulations repecting rates and finandd and organizationd regulation,
18 C.F.R. § 297.601 (c) (2000).

2LCAC/EPUC filed arequest to stay the gpplication of the mitigation plan as gpplied to QFs
Given the resolution of the rehearing request, the request for Say is denied.
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The predominant issue raised on rehearing is how to goply the mugt-offer obligation to thermd
generators with environmentd limitations on their operations. The April 26 Order dated thet generators
would not haveto run if doing so would violate ther catificate or goplicable law. But it required those
unitsto runiif it involved only the paying of additiona amounts to obtain emission arediits to permit them
to run outsde their emisson limitations

A number of rehearings request darification that generators do not haveto run if doing o
would violate certificates or subject them to possible crimind pendties or fines?? Sdlersfurther
mantain that units with maximum run limitations have legitimate opportunity cods thet the Commisson
hes failed to recognize. 2 They recognize thet the issue of energy limited unitsis complex, 2* but thet
the Commission's proposed emisson credit adder does not fully take into account the costsimpased by
forang these plants to run whenever the 1SO determines. They argue that they have traditionaly
managed these units to ensure that they run only during the times of the year when they are mogt
vauable and thet they should not be reguired to run a other times without adequiate compensation for
the revenues they forgo. 2° Mirant maintains thet exempting hydrodlectric power from the must-run
requirement while not exempting environmentally-limited ges unitsis discriminatory. Sdlers mantain
thet the Commisson should ather diminate the mus-offer requirement or permit generatorsto indude
in their bids an amournt to capture the economic vaue of logng the aaility to generatein later years
Rdiant maintainsthat gpplication of the mugt-offer obligation to energy limited units should be
conditioned on expangon of Cdifornia Executive Order D-24-01 to sdesinto the 1S0, S0 thet run-time
limitswould not goply to such sles

Municipals?® smilarly argue the Commission neads to mike alowances for the possibility thet
imposing amusgt run obligation on agenerator may impose additiond price or codt risk at later periods
of ime. NCPA maintainsthat it is required to make use of itsthermd plants to meat its member-
customer neads and is concerned that if it isforced to run during particular periods, it may not be eble
to met the power needs of its membersin later periods if it is unable to obtain additiond emisson
credits It therefore requests darification thet it not be required to honor the must offer obligation unless
it isableto obtain additiond ar pollution credits and thet it be permitted to indude those creditsin any

22Rehearing Requests by MID, M-SR, NCPA, TANC,

Z3Rehearing Requests by Dynegy, Mirart, Rdliant.

24Sge Rehearing Request by Reliart.

2SFor example, Dynegy mantans thet forcing its unitsto run today will recuireit to use up
emisson credits dlocated for the year 2003, and that it should be rembursad for the lost opportunity of
being unable to run that unit in the year 2003.

25Rehearing requests by NCPA, NRECA.
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bid it makesinto the ISO. Municipd generators request darification thet they do not have to make
power available to the |SO when thet power is being used to serve their own retail load or isrequired
as resarves under interconnection agreements. 27 They contend that the April 26 Order was not dear
whether the reguirement to serve retail loads would be consdered the equivaent of bilaterd contracts
CAC/EPUC contends the mugt-offer obligation should not be gpplied to QF fadlities, becauseit
interferes with the QF's obligation to its thermd hogt, which is governed by a contract or operaiond
protocol. Capine amilarly arguesthat QF units with cgpacity committed to a utility are not subject to
the mug-offer even if it chooses not to operate & maximum capedity.

The Commission darifies that generators should not be exempt from the mugt-offer requirement
absent ashowing that running the unit violates a certificate, would result in crimind violations or
pendties or would result in QF units violaing ther contracts or losing their QF datus. Many of these
isues are within the domain of the Sate of Cdifornia, and we srongly urge Cdiforniato modify current
policiesto enable generators to run during this period of scarce supply. For municipd generaorsthe
mug-offer obligation gpplies only to available power remaining after the munidipdity saifiesitsown
retail load and contractud obligations. Given the shortage of power in Cdifornia, dl generatorsin
Cdifornia, induding municipas, should not hold energy in reserve (over minimum acceptable levels)
when the energy is needed to meat demand.

For QF fadlities, like other generaiors, the mugt-offer obligation gppliesto energy thet is
avallable from generation that is nat dready contractudly committed or would not violate its contractua
obligation to itsthermd hogt. With respect to Capings argument, a QF with cgpacity committed to a
utility is, therefore, subject to the mugt-offer obligation if it chooses not to sl its maximum output to the
utility. With respect to CAC/EPUC's contention, the Commission has granted waivers of the operating
and effidency sandards so that QFs, without jeopardizing their QF atus, can generate power

2IMID, M-SR, TANC.
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regardless of whether the host needs thermd energy. 28 Therefore, QF fadilities will be expected to
produce available energy regardless of whether the host requires therma energy.

Due to the seveity of the power shortage inthe WSCC in generd, and in Cdifornia
spedificdly, the Commisson finds thet the incurrence of expenses for obtaining additiond emisson
dlowancesis not avdid reason to withhold avaladle energy from the ISO's market. As discussed later
in this order, the Commission is providing a mechanism for generators thet incur emisson reated
expenses to recover those cogts through the 1SO. Moreover, the Governor of Cdliforniasigned an
Executive Order, D-40-01, dlowing generators to excead thair emisson runtimes without losing
vauable future emisson dlowances, provided the energy is sold to DWR (or another Cdiforniabuyer)
or digpatched by the 1SO. Therefore, exceading today's emisson limitswill not affect future limits
Thus, Executive Order D-40-01 moots dl arguments on thisissue insofar as Cdifornia generators are
concerned, induding those of the munidipd generators.

3. Withholding Generation for Operdtiond Ressons

Mirant, Rdiant, and Williams maintain thet the mugt-offer obligation fails to recognize the need
to withhald genertion to cover the passibility thet a unit will unexpectedly go offline. They tekeissue
with the satement in the April 26 Order thet agenerator cannaot be finenaaly harmed from offering all
of its units because the generator will only have to pay for the cost of replacement power, whichisthe
same amount the generator would earn if the unit ran. They argue thet, while this datement istruein
theory, it does nat gpply to the |SO's markets because due to pendtiesin the ISO's tariff and the
manner in which the 1SO computes the cogt of replacement energy, the generator would have to pay
more for replacement energy than it would recaive for the unit's bid in the market.

The mug-offer obligaion is crudd to ensuring that dl capacity isin the market when needed
and taiff provisons should nat inhibit the fulfillment of this abligation. The Commission findsthet during

28See Sen Diego Gas & Electric Company v. Sdlers of Energy and Andillary Sarvices 93
FERC 161,238 & 61,772 & n.3 (2000) (December 8 Order)(granting temporary waiver of QF
regulations); Sen Diego Gas & Electric Company v. Sdlersof Energy and Andillary Sarvices, 93
FERC /61,294 a 62,018 (December 15 Order)(extending waivers); Removing Obgtadesto
Increasad Electric Generation and Natura Gas Supply in the Western United States, 94 FERC
61,272 a 61,970-71 (March 14 Order)(extending QF waivers); Further Order Removing Obgtacles
to Increased Electric Generation and Naturd Gas Supply in the Western United States, 95 FERC
61,225 a 61,767-68 (2001) (May 16 Order)(waivers extended to entire WSCC and through April
30, 2002). In asecond order issued on May 16, the Commission required Cdifornia Utilities to provide
interconnection and transmisson sarvice to QFs pursuant to exiding agreementsto permit cartain sdes
of QF power to third-party purchasars. San Diego Gas & Electric Company v. Sdlers of Energy and
Andillary Services, 95 FERC 1] 61,226 (2001).
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the periods mitigation isin effect, the current 10 tariff provisonsin thisregard are unjust and
unressonable, and, therefore, we will require the ISO to modify its tariff, to be effective the day after
the dete of this order, S0 that the only pendlty for having aunit forced out of serviceisthe cogt of
replacement energy. The must-offer obligation modifies various market rulesthat existed when the

current pendty provison was acogpted for filing.
4. Other Issues

Sevard rehearing requests are concarned about generators avoiding the mugt-offer requirement
through so-called "megawatt laundering’ where agenerator sdlls power to an out-of-gate marketer,
who then reimportsthat power to avoid amitigated price. 2° The Commission darifiesthet the must
offer obligation gppliesto dl sdlerswho own or control generation by contract. Moreover, the mere
fact that a generator has a contract to provide power to amearketer does not exempt the generator from
the mugt-offer obligation for energy thet the marketer is not scheduling. Aslong asthe generator has
avallable energy, the generator has the obligation to offer that power into the 1SO's auction market.
Moreover, as described later, dl marketersin the 1SO's markets must now be price takers and cannot
judify abid higher than the mitigated price

Dynegy maintains the mus-offer obligation should be limited to emergency hoursonly. It
argues that hed this obligation been imposad a the time it purchased the plants; it would have paid a
lower amount. It therefore contends the mugt-offer obligation unfairly changes the contractua
conditions under which it purchased the plants. The Commission rgects Dynegy's argument. The
mug-offer obligation must be goplied in dl hoursin order to ensure that dl available capadty isinthe
market and thet none is being withheld, except for the reasons previoudy discussed. Moreover,
mitigation is now being goplied in dl hours, 30 the mus-offer obligation must dso be gpplied to All
hours.

LADWP requests darification thet the mugt-offer and price mitigation agpects of the order do
not gpply to its sales of energy under bilaterd contracts or to sdes or purchases thet are scheduled to
run in red-time pursuant to abilaterd contract. All public and non-public utilities which control
generdion in Cdiforniamug offer power inthe 1ISO's oot markets. This requirement gppliesto any
non-hydrodectric resource whether owned or under contract only to the extent its output is not
scheduled for ddivery (or committed for minimum operating resarves) in the hour. Al public and non-
public utilities in the remainder of the WSCC mugt offer in apot market of their choosing any non-
hydrodectric resource whether owned or under contract to the extent its output is not scheduled for
ddivery (or committed for minimum operating reserves). All sdlesin these gpot markets are subject to
the price mitigation established in this order.

S Rehearing Requests by 150, CMUA, Metropolitan, NCPA, SMUD, San Diego, Edison.
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The rehearing requests rase issues with respect to the effect of the must-offer obligation onthe
ISO's authority to curtall exports of power to other markets. Rdiant and Mirant maintain the mugt-
offer requirement should supplant the 1SO's curtallment authority under itstariff. Rdiant contendsthe
curtallment authority is unnecessary now that Cdiforniagenerators will be bidding dl avallable supply
into the red-time market. Williams maintains the 1SO should compensate generators for curtallments.
DG E, on the other hand, contends the Commission should permit the ISO to curtall indate
generation detined for other Sates.

The Commisson is hot persuaded to change the 1SO's curtallment authority a thistime. Since
Rdiant mantainsthat this authority is no longer needed as areault of the mugt-offer obligation, it has not
demondrated how it is harmed by leaving the current authority intact. The price mitigation adopted in
this order establishes the same price throughout the WSCC asin Cdifornia, and therefore does not
provide afinancid incentive for generators to sl energy outsde of Cdifornia. Parties may renew
objectionsto this authority in future procesdingsif they can establish discarnible harm.

C. Demand Response

The April 26 Order provided that beginning on June 1, 2001, each public utility purchesing
dectridty in the ISO's red-time market is required to submit demand-gde bids that will indicate the
price a which load will be curtailed and will identify the load to be curtailed.

The S0 requests darification as to whether the demand response mechanism is voluntary or
mendatary. If voluntary, the ISO maintainsthat it is dready implementing anumber of demand
response mechaniams. If the reguirement is mandatory, a number of rehearing requests contend thet it
isinaufficient to solve the problem, *° and istechnically infeasible, in the short-run, because thereisno
mechaniam for obtaining accurate demand response gnadsfrom dl cusomers In addition, the SO
cannot currently curtail power to individual loads 3! Parties assart that load serving entities should not
be required to Smply guess & the pricesits cusomers are willing to pay. SDG&E, for example,
contends that the CPUC did not permit it to act as an aggregator for demand responses, and
accordingly it would Smply be guessng a what priceits cusomers are willing to pay. Sen Frandsco
maintainsthet curtalling retal cusomersis anathemato the Load Sarving Entities (LSES) duty to sarve,
A number of requests contend that demand response is a ate concern, and the Commission has no
authority to indirectly regulate retall cusomers: Others contend thet Snce the DWR is not apublic
utility, it would not be covered by the demand response mechanism in any evert.

On the ather hand, generators maintain thet a demand reponse mechanismiscrudd to
establishing aviable market and is heeded to provide generators with gppropriate scarcity rents.

305ee Rehearing Request by CMUA,
31Rehearing Requests by 1S0, DWR, San Frandisco.
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The Commisson continues to believe that esablishing ademand response mechaniam is crucid
to establishing a robust market. 2 Without a demand response mechaniam, the 1SO is forced to work
under the assumption that dl cusomers have an indadtic demand for energy and will pay any price for
power. Thereisample evidencetha thisisnot true. Many customers, given theright tools, can and
will managethar demand. Such an assumption inevitably leadsto higher prices during times of
shortage, since high supply bids do not lead to areduction in power purchased. A working demand
response program puts downward pressure on price, because suppliers have additiond incentivesto
kegp bids dose to thair margind production costs and high supply bids are more likely to reduce the
bidder’senergy sdles. %3 Appropriate price signdls to customers thus helps to mitigate market power
as high supply bids are more likdly to reduce the bidders energy sdles Suppliers thus have additiond
incentive to keep bids dose to thar margind production costs. Demand-gde price-respongve bids will
a0 hdp to dlocate scarce supplies efficiently.

Indeed, without demand-side price respong veness, there can be no market mechaniam for
ensuring that scarce supplies are dlocated to the highest valued uses during shorteges However,
basad on the technica impracticdities raised in the rehearing comments, the Commisson does nat find
thet the demand response requirement should be implemented at thistime. Because the devel opment of
demand responseis S0 caritica, we expect that buyersin the 1 SO's market will submit demand bidsas
00N as demand hidding becomes techndlogically feesble Meanwhile, the Commisson will continue to
monitor devdopmentsin Cdiforniato determine whether additiond Commission action isnesded. The
SO mugt indudein its quarterly reports adiscusson of dl demand response changes that have been
implemented. If Sate programs for demand response do not develop, the Commisson expectsthe 1SO
to enhance its own programs. 3*

325ee Chandley, Harvey, & Hogen, Electricity Market Reformin California, a 25 ("The lesst
controversd reform of market design would be to implement dl the changes needed to dlow for
demand Sde response in the face of higher prices™ (Attached to November 22, 2000 Comments of
SDGCEE).

33Already conservation has helped to reduce demand. See Peter Betr, "Fears of an Energy
Crigs Begin to Dim, Consumption Cuts Help Lower Prices for Gasoling, Naturd Gas and Electricity,”
Washington Pogt, April 8, 2001, at E1 (Cdlifornia has reduced demand 8%). A properly desgned
demand Sde response program could improve this performance even more markedly by providing
price incentives for reduction.

34 Removing Obstades to Incressed Electric Generation and Natural Gas Supply in the
Western United States, 94 FERC 161,272 a 61,972-73(March 14 Order) (DSM programs); Further
Order Removing Obgtades to Increased Electric Generation and Naturd Gas Supply in the Western
United States, 95 FERC 1/ 61,225 (2001) (May 16 Ordex).
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Public utilities dong with Cdiforniaoffidas dso mug actively pursue such goproachesto
achieving aviable demand response program. As SDG& E points out, L SES can effectivdy act as
aggregators for retal demand reponse. SDG& E and other public utilities should continue to pursue
demand response initiatives and are required to file with the Commission by September 14, 2001 a
report of the progress thet is baing made in establishing these mechanisms and any difficultiesthey have
encountered.

To hdp fadlitate these initidives, the Commisson intends to conduct a g&ff technicd
conference to explore how demand response can beincreasad. The firgt purpose of the conference
will be for the Commission to familiarize itsdf with the Satus and avallahility of conservation, demand-
Sde management, and other innovaions to hdp communicate red-time price Sgnas to consumers,
induding the software and metering necessary to support such programs. The second purpose will be
to explore how these programs can be implemented. At the condlusion of the conference, the
Commisson will recondder the feashility and schedule for ademand bidding requirement and itsuse in
esteblishing pricesin the 1ISO's market.

D. Price Mitigation for Cdiforniaand the WSCC

The April 26 Order gpplied price mitigation to periods of resarve deficency, defined asthose
periods beginning with Stage 1. Under the gpproach st forth in the April 26 Order, the 1SO would
conduct amerket dearing auction for its red-time markets. During periods of reserve deficency,
however, the |SO would caculate amarging cost bid for each generator by using aproxy for the gas
cods, emisson cogt, and operation and maintenance (O& M) expenses. The 1SO would then use the
bid of the lagt unit digpatched to establish the market dearing price. The judtification for this goproach
isthat as reserves are reduced, dl sHlers are aware of how tight supplies are relative to the amount they
haveto offer. Thus, sdlershave an incentive to offer supply a prices above that which they would
ordinarily bid. Because of the imbalance of supply and demand, these prices may nat bejugt and
reesonadle. The Commisson, however, did not impase mitigation during periods of reserve sufficiency
because thereislessrisk that prices would exceed those charged in acompetitive market. During
resarve aufficiency conditions asupplier has less of an incentive to bid ahigh price, becauseit cannot be
aureit will be digpatched, Snce other generators may offer lower bids

Many rehearing requests aswel as commentsin the West-Wide proceading, contend the
Commission should have extended mitigation to cover dl hours. They contend thet evidencefrom a
number of Sudies shows that sdlers have been able to exerdise market power during dl hours. They
contend that the Commission has the obligation under the FPA to assure just and reesonable rates in dll
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hours. %> Duke Energy and other generatorsinsist that the record does not show that market power
has been exercised.

As destribed earlier, the Commisson hereisindituting a two-part goproach to price mitigation
for spot marketsto cover dl hoursfor Cdiforniaand the WSCC. Because these markets are
integrated, the mitigation proposal must establish the same prices for dl marketsin order to prevent
arbitrage where power is diverted from the lower priced market to the higher priced. The mitigation
plan further has to recognize the differences between the Cdlifornia market, which has an organized
auction, and the remainder of the WSCC, which does not have agmilar centraly organized market.
The plan adopted by the Commission istallored to provide a uniform scheme of mitigetion thet at the
same time recoghi zes the differences between these markets. During non-resarve deficiency hoursin
Cdifornia, the Commission will adgpt the 1SO's market dearing price for goot market use West-wide,

The purpose of indituting thisdud plan isto gabilize the market in the short-term and permit
Cdiforniatimeto repar its market mechanisms. The shortage of hydrod ectric power together with the
falureto build efficent generdtion is dearly amgor part of the problem. This has been exacerbated by
the imbalance between high wholesale prices and low retall prices, which do nothing to dampen
demand. What isdear, however, isthat amgor contributor to the high prices was the deficient market
mechaniamsinitidly established by Cdifornia, and goproved by the Commission, that haveresuited ina
dysfunctiond marketplace bath in Cdifornia and the remainder of the West. The mitigation plan
edablished in this order, in effect, provides breething room for the markets to right themsdves.

The ISO, CPUC, and PG& E further contend that mitigetion should gpply outsde of the 1SO's
Imbaance Energy market and should indude its Day-Ahead and Hour-Ahead markets for andillary
savices and its congestion management markel. The Commisson's order providing daification and
prdiminary guidance addressed these issuies. *°

Severd rehearing requests contend the mitigation should gpply to dl bilaterd contracts 3 The
section 206 proceading involving the 1SO was limited to the |SO's and PX's redl-time markets and did
not extend to bilaterd markets®  As discussed, however, in the Commission's section 206
investigation of the non-1SO spot marketsin the WSCC, we have determined it gppropriate to dso

$Rehearing Requests by 150, CEOB, CMUA, Assembly, City of Anaheim, e d., CFA,
Metropolitan, PG& E, NCPA, SDG& E, San Diego, Sen Francisco, Seettle, Edison, SCWC.

35S Diego Gas & Eledtric Company, e d., 95 FERC 161,275 (2001).
3"Rehearing Requests by CPUC, City of Ansheim, &t dl., PG&E.

38San Diego Gas & Electric Company, e d., 93 FERC 161,121, a 61,349 (2000) (limited
proceading to red-time markets).
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aoply mitigation to the bilaterd spot marketsin the WSCC, induding Cdifornia. Parties have not
provided judtification for extending the scope of our investigation or the mitigetion to bilaterd
transactions other than spot markets. Moreover, any mitigation gpplied to the |ISO's red-time markets
will, over time, impect bilaterd and forward markets aswell.

A number of parties argue thet the Commisson's market monitoring and mitigation plan will not
result in just and reasonable rates as required by the Federd Power Act, and the Commission should
dther return to individua cog-of-sarvice rates or condition the continued use of market-based rateson
effective mitigation messures *° The CPUC maintains that because the Commission found ratesto be
unjust and unreasonabdle, the Commission is reguired to fix by order just and reesonablerates. It
Oedlaresthat "[w]here, as here, market power is pervagve through the indudtry in the west, FERC mugt
impose cogt of savicepricing.” *° PG& E assarts thet the Commission should immediiately suspend the
exiding market-based rates of dl sdlersin the West and that the Commisson should require immediate
cogt of savicefilings 4 CEOB maintains thet "[t]he Commission has no choice but to engage in cost-
based ratemeking, or to adopt a swesping mitigation scheme throughout the WSCC to ensurejust and
ressonablerates.." 4

Since determining thet the market sructure and rules for wholesde sdles of dectric energy in
Cdifornia had causad, and continued to have the potentid to cause, unjust and unreasonable rates for
short-term energy during certain times and under certain conditions, the Commisson has ordered
changes to the market structure and rules to assure thet future rates would be just and reasonable. 3

After carefully conddering the record, the Commisson reaffirmed its generd finding thet, asa
result of the serioudy flawed dectric market sructure and rules for wholesdle sdles of dectric energy in
Cdifornia, unjust and unreasonable rates were charged, and could continue to be charged during

393ee eq, 150, CEOB, CPUC, Assembly, CFA, PG& E, San Francisco, Seditle, and
Edison.

40CPUC Request for Rehearing a 7.
“1pG& E Request for Rehearing a 13-15.
42CEOB Request for Rehearing a 4.

“SFERC's remediad messures "must be construed as awhalein assessing FERC's compliance
with FPA 8§ 206". Inre Cdifornia Power Exchange Corp., 245 F.3d 1110, 1120 (9th Cir. 2001).
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cartain times and under cartain condiitions, unless certain targeted remedies were implemented. San
Diego Gas & Eledtric Co., ¢t d. 93 FERC 61,294 (2000)("December 15 Order). 44

The fdlowing remedies were adopted by the Commisson in order to correct the specific flawvs
identified through the investigatory and hearing process: (1) because "the mandetory participation
requirement . . . [wag| producing rates that [were] not just and reasonable during certain periods” the
Commisson diminated the requirement thet the IOUs | Al of ther generation into and buy dl thar
energy neads from, the PX;; (2) recognizing thet it could assure the justness and reasonableness of
Cdiforniawholesdle markets prices only by diminating the PX's exdusive mandatory exchange, the
Commission terminated the PX's wholesd e tariffs; (3) to diminate market participants chronic
underscheduling with the ISO, which jeopardized SO sysem operations and cregted a strong Hlers
mearket and higher pricesin the mogt voldtile oot market (red-time imbaance), the Commisson
required market participants to preschedule 95 percent of their load, with pendties for scheduling
devidionsin excess of five percent of an entity's hourly load reguirements and disbursaments of pendty
revenuesto dl loads scheduled accurady; (4) mindful that diminating the mandatory buy/sdll
requirement would move a condderable amount of load into the forward long-term markets dl & once,
the Commisson established, effective for one year, an advisory benchmark for pricing five-year
contracts, (5) because of concerns about the independence and effectiveness of the 1SO governing
board, the Commission ordered thet the current stakeholder governing board be replaced by anon-
gtakeholder board compased of membersindependent of market participants; and (6) the Commisson
required the | SO and the I0Us to file generation interconnection procedures to fadilitete the
interconnection of new generators or exiging, upgraded generators, thereby enhancing system rdiability
and reduang price voldility.

To further assure that pricesin the 1SO's and PX's oot markets are just and reasonable, the
Commission directed thet atechnica conference be held to develop a comprehensive and sysemidic
monitoring and mitigation program to be submitted to the Commisson by March 1, 2001. Until thet
date, the Commission established an interim $150/MWh bregkpoint for spot market sdes. Onan
interim bad's dl public utility sdllersbidding a or bdow $150/MWh would receive the merket dearing
price up to $150/MWh, and only those sdllers bidding above $150/MWh would receive their actud bid

“4 The Commission has freadom, "within the ambit of [itg statutory authority, to mekethe
pragmatic adjusments which may be cdled for by particular drcumdances. "FPC v. Naturd Gas
Fipdine Co., 315 U.S. 575, 586 (1942); In re Cdifornia Power Exchange Corp., 245 F.3d a& 1120.
FPA §309, 16 U.SC. § 825h, gives the Commisson the necessary flexibility to take unusud remedia
action in gopropriate circumgtances. See Permian Basin Area Rate Cases, 390 U.S. 747, 776 (1968)
(applying NGA § 16, the counterpart of FPA § 309, the Court held thet "the Commission's broad
respongihilities. . . demand a generous condruction of its Satutory authority."); FPC v. Louisana
Power & Light Co., 406 U.S. 621, 642 (1972)(same).
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price. However, al accepted bids above $150/MWh were required to be reported to permit proper
monitoring and review by the Commisson.

On April 26, 2001, the Commission adopted a prospective monitoring and mitigation plan for
red-time Cdiforniawholesale dectric markets which replaced thet previoudy in effect. The
Commission's plan: (1) enhanced the 1SO's ahility to coordinate and control planned outages; (2)
required Hlerswith PGASs, aswdl as nonHpublic utility generators located in Cdiforniathat volunterily
meake sdesthrough the |ISO's markets or use the |ISO's interdate transmission grid (with the exception
of hydrodectric power), to offer dl their avalladle power in red time during dl hours (3) required
public utility load serving entities to submit demand bids (identifying the price & which load will be
curtalled) in the red-time market during dl hours; (4) established conditions, induding refund lighility, on
public utility sdlers market-based rate authority to prevent anticompetitive bidding behavior in the red-
time market during dl hours, (5) required the 130 to submit weekly reports on schedule, outage, and
bid datafor dl hours so that Commission gaff can continue to monitor generating unit outages and red-
time prices (6) established amechanism for price mitigation for al sdlers (exduding out-of-deate
generators) bidding into the 1SO's redl-time market during areserve deficiency, beginning & aStage 1
dert (.e, when reserves are b ow 7 percent). This mechanism provided aformula (based on ges-
fired generation) for the 1SO to use to esablish the red-time market dearing price when mitigation
goplies. Higher bids were permitted if they could be judtified.

In this order, the Commission is expanding the market monitoring and mitigation plan to
produce spot market pricesin dl hoursthat are just and reasonable and emulate those thet would be
produced in acompetitive market. Wefind thet areturn to individud cog-of-sarvice ratlemaking is
unwarranted. As addressed above, the market changes and monitoring procedures areedy
implemented by the Commission have improved the wholesde power marketsin Cdifornia This order
continues that effective course. In contragt, cogt-of-service ratemaking tends to pendize more efficient
generators and not provide proper incentives for generators to become more efficient, Snce each
generator's price is dependent on its costs. *° Moreover, individual cost-of-service rates may not
provide generators with gppropriate scarcity rents. Establishing individua cog-of-sarvice ratesisdso
difficult with repect to gpot markets. For pesking units, decisons would need to be made about the
number of projected MWhs over which to soread cogts. Generators aso would have to makefilings
establishing ther rate base, acoeptable rate of return, and cogt-of-service, possibly induding trackers
for volaile costs such as gas and emissonsfees Resolving theissuesinvalved in such filingswould be
protracted and would not provide price certainty to the market. We do provide for any generator
unable to work within the revised mitigation framework the opportunity to goply for cod-basad rates
for the duration of the plan.

45See Nationd Rurdl Telecom Association v. FCC, 988 F.2d 174, 178 (D.C. Cir. 1993).
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The monitoring and mitigation plan adopted by the Commissonin thisorder satidfiesthe
requirements of the FPA. In particular, FPA Section 206 alows the Commisson to determine whether
"any rate, charges, or dassfication. . . or any rule, regulaion, practice, or contract affecting such rate,
regulation or dassfication” isunjust or unreasonable, and to fix “the just and ressonable rate, charge,
classfication, rule, regulation, practice, or contract to be thereefter obsarved andin force™ 16 U.SC. §
8246(8)(1994). Inthisorder, asin our earlier ordersrdated to this maiter, the Commisson has
examined therules, regulations, practices and contracts that are currently being used, and made
changes that are necessary to prevent possible abuses that could leed to unjust and unreasonable rates

The focus on changes to the existing market sructure, rather than on setting cost-of-service
raesfor individud slers isconagent with the caselaw. Asthe Supreme Court mede dear, it "has
never hdd that the individua company cogt-of-service method is a Sne qua non of neturd ges [or
dectric] rateregulaion.” 6 Nor hasthe Court limited ratemaking agencies "to the sarvice of any single
regulatory formulg; they are permitted, unlesstheir Satutory authority otherwise plainly indicates, 'to
meke the pragmatic adjustments which may be called for by particular circumstances™ 7 The success
of aparticular ratemaking gpproach isjudged by "the resuit reeched not the method employed.” *8 The
end result of any ratemeking order must be to provide rates within a zone of reasonablenessthat "take
fully into account the probable consequences of agiven price leve for future programs of exploration
and devdlopment”. *° Asthat language makes dear, a cost-based inquiry done would not be sufficient
in these drcumgtances to fulfill the satutory duty. Rather, the Commission must congder the broader
public interest, and, in particular, the interest in setting rates that will assure adequate supply. *°

46 Wisconsin v. FPC, 373 U.S.294, 309 (1963).
47 Permian Basin Area Rate Cases, 390 U.S. 747, 776-77 (1968).
“8 FPC v. Hope Naturd Gas Company, 320 U.S. 591, 602 (1944).

49 Permian Basin, 390 U.S. a 797; see Atlantic Refining Co. v. Pub. Service Comm,, 360
U.S. 378, 388 (1959) (same) .

50 Permian Basin, 390 U.S. a 796-97; Mohbil Oil Corp. v. FPC, 417 U.S. 283, 317-18
(1974); Consumers Union v. FPC 510 F.2d 656, 660 (D.C.Cir. 1974); see dso Centrd lowa Power
Coop v. FERC, 606 F.2d 1156, 1165 n. 28 (D.C.Cir. 1979) (affirming rate based on "need to
simulate short-term purchases of excess cgpacity in lieu of adding new capadity and to discourage
reliance on emergency energy when units are less then effident”).
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The Commission isfree to adopt market-based rates. ** 1n adopting market-based rates, the
Commisson mugt: (1) provide adear and reasoned andlyss of the need for market-based pricing to
promote the datutory objectives of the FPA,; (2) support its decison with subgtantiad evidence, and (3)
assure thet the resuiltant merket-based rate flls within a"'zone of ressonebleness” °2 Having adopted a
mearket-based gpproach for the Cdiforniamarket, nothing requires the Commission to revert to acodt-
of-sarvice ratemeaking goproach whenever it finds flavs in the market sructure. See Environmentd
Adionv. FERC, 996 F.2d 401, 411(D.C. Cir. 1993) (finding that the Commisson "has never bound
itsdlf to arule requiring @ther rigid regulation or textbook markets'). The courts have dso gpproved
the use of margind codt pricing as an gppropriate regulatory tool. Town of Norwood v. FERC, 962
F.2d 20, 22 (D.C. Cir. 1992) (dtating "one of the best-established precepts of dassicd economics
sodd wdfareis maximized when the margind cogt of purchesing any commodity is equivaent to the
margind cog of producingit.”) See Eledtricity Consumers Resources Coundl v. FERC, 747 F.2d
1511 (D.C. Cir. 1984) (same).

Rather, in such drcumdances, the presance of amonitoring program under which the
Commission can teke gppropriate action to restructure the market iskey. For example, in
Hizabethtown, the court found thet the continued "exercise of the Commisson's NGA] 8§ 5 authority . .

. to asure that amarket (i.e., negatiated) rateisjugt and reasonable’ sufficiently safeguards againgt
abuses under amarket pricing goproach. 10 F.3d & 870. Smilarly, in Environmenta Action, the court
goproved the combination of price calings and complaint procedures as sufficient safeguards because
that would dlow "competitive forces, not market power, [to] determine most transaction prices. . . and

®1 Eq.,, Louisana Energy and Power Authority v. FERC, 141 F.3d 364 (D.C. Cir. 1999);
Elizabethtown Gas Company v. FERC, 10 F.3d 866, 870 (D.C. Cir. 1993); see dso Midcoast
Intertate Transmission, Inc. v. FERC, 198 F.3d 960, 968 (D.C.Cir. 2000). Other agencies subject to
ratemaking regimes Smilar to that of the FPA have been uphdd in adopting a market-based, rather then
a cog-of-service, goproach to satting rates. See Natl Assn of Regulatory Util. Comm'rsv. FCC, 737
F.2d 1095, 1137 (D.C. Cir. 1984); Nat'l Rurd Td. Assnv. FCC, 988 F.2d 174 (D.C. Cir. 1993);
Consolidated Rail Corp. v. U.S, 812 F.2d 1444 (3d Cir. 1987); Potomac Elec. Power Co. v. ICC,
744 F.2d 185 (D.C.Cir. 1984).

%2In Farmers Union Central Exchange, Inc. v. FERC, 734 F.2d 1486 (D.C. Cir. 1984), cert.
denied 3ub nom. Williams Fipe Line Company v. Farmers Union Centrd Exchange, Inc.,, 469 U.S,
1034 (1984), the court explained that it may nat invaidate "rete orders thet fdl within a'zone of
reasonableness’ where rates are naither 'less than compensatory’ nor 'excessive™ It added thet "when
FERC chooses to refer to non-codt factorsin ratesetting, it must specify the nature of the rdevant non-
cod factor and offer areasoned explanation of how the factor judtifies the resulting retes.”
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sarve to extend competitive pricing to Stuations where market power might otherwise prevail.” 996
F.2d at 413.°3

Through the remedies ordered in earlier orders and herein, the Commission determined and is
continuing to determine pursuant to FPA Section 206 "the just and reasoneble rate, charge,
dassfication, rule, regulaion, practice, or contract” to replace flaved sructure and rules, and to "fix the
same by order.” The Commisson was not obliged to set sdler-gpecific cost-based ratesto resolve the
percaived problems given its continuing monitoring and review of the Situetion which offers adequate
sdfeguards againg potentia market abuse. The mitigation plan adopted in this order rdies on market
solutions and mechaniams to the maximum extent possble, condsent with the Commisson's Sautory
responghilitiesto maintain just and reesonablerales. The revisons meadein this order are desgned to
provide a sructure thet will minimize potentid mearket power abuses, thuslowering customer rates,
while a0 encouraging adequiate supply in the market for the immediate future

E SO Maket Clearing Auction During Periods of Resarve Defidency

Under the April 26, 2001 mitigation plan, each gas-ired generator in Cdifornia (both those
sgning PGAs and covered non-public utility gesfired generators) will file with the Commisson and the
ISO (on aconfidentid bass) the heat rate and emisson rate for each generating unit. The |SO would
use these heat ratesto caculate amargind cost for eech generator by using a proxy for the gas cods,
emisson cog, and a$2.00/MWh adder for O&M expenses. The gas cost proxy was based on an
average of the dally prices published in Gas Dally for dl Cdiforniaddivery points. The emisson cost
was to be caculated by the SO usng emissons cods from Cantor Htzgerdd Environmenta
Brokerage Sarvices and the emissonsrate for the unit. All generators would be paid asngle market
dearing price reflecting the last unit digpetched cdculated using the proxy prices.

Rehearing requests addressed a number of dements of this plan. Based on those rehearing
requests, the Commission, as discussad in detal beow, is modifying the method of determining the cost
for gas, the trestment of emission codts and the O&M adder. The Commisson will address bdow the
rehearing requests with respect to the | SO auction mitigation plan.

1. Use of the Margind Cog of the Lagt Unit Digpatched

%3The courts have gpproved market pricing for other agendiesif available remedies assure that
market power will not be abused. E.g., Ford Maotor Co. v. ICC, 714 F.2d 1157, 1158-59 (D.C. Cir.
1983); Arkansas Power & Light v. ICC, 725 F.3d 716, 718 (D.C. Cir. 1984); Cod Exporters Assn
v. U.S, 745 F.2d 76, 80 and 90 n. 18 (D.C. Cir. 1984); Arizona Public Service Co. v. U.S,, 742 F.
2d 644, 647 (D.C. Cir 1984).
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PG& E maintains the Commisson should not determine price using the margind codt of the last
unit digpatched. Ingteed, it maintains the Commission should use the hest rate of the average cogt unit.
PG& E mantainsthet in acompetitive market, each unit of generation would recover only itsown
margind cods

In a competitive market, however, each generator would not recaive only its own margind cog,
a8 PG&E assats. Competitive markets dear a asngle price, which is effectivdy sat by the margind
cogt of the lagt unit produced. All more efficient unitswill recaive the same price, which creates an
incentive for firmsto increese thar efidency. Therefore, usng the margind cogt of the leedt effident
generating unit digpatched best replicates pricesin a competitive market. 1n 1998 and 1999, when the
Cdiforniagpot markets were producing average annud wholesale prices of $29 and $31 per MWh,
repectively, the margind cogt of the last unit digpetched set these prices. The mitigation plan Smply
returns the market to the competitive principles that existed in 1998-99.

The 10 contends that inflexible units uch as combustion turbines should not st the proxy
price, because they do not have the flexibility to be dispaiched on a 10-minute bess The
Commisson's mitigation plan is based on the payment of the margind cost of the last generator
dispetched to srve the lagt increment of load. Therefore, if acombudtion turbineisthe last generator
digpatched, its bid should establish the market dearing price.

2. Cdculdion of Market Clearing Price

Rehearing requests raise anumber of issues with repect to the caculation of the mitigeted
price, particularly with respect to the gas prices and emission prices used.

a Gas Cods

Under the Commisson's April 26, 2001 gpproach, gas codts used in the formulaare
determined by an average of reported dally spot gas prices a Cdiforniaddivery points The requests
for rehearing raise anumber of isues regarding the use of gas codsto determine the market dearing
price. Severd rehearing requests contend thet the Commisson should not use proxy prices, but should
use actud gas (and emissions) cogtsfor generators> Others contend that using the reported gas
prices overdates gas codts, because generators have a portfolio of gas supplies and are not buying dl
their gas a spot prices® The 1S0 and CEOB contend that to better reflect supply portfolios, the
Commission should use monthly bidhweek gas prices, rather then daily spot prices. ThelSO
recommends the Commission use bidhwesk monthly prices from Gas Dally, but for only three pointsin

>Rehearing Requests by NCPA, Sexttle, Edison.

SSRehearing Requests by 150, CPUC, Assambly, Metropalitan, PG& E, SDG& E, San Diego,
San Francisco, Edison.
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Cdifornia, Mdin, SoCd Gas (large packages), and PG& E dity-gate (exduding PG& E large
packages). Others contend thet using the average gas price does not accurately reflect the margind
cods of generators, because gas prices are higher a the Southern Cdifornia points than Northern
Cdiforniapoaints *® They suggest that the gas proxy price should be revised to more accuratdly reflect
the margind cods of each generdor.

The Commisson's mitigation plan is desgned to establish generators bids and market prices
up-front. Using actud codsto determine margind cogt, as some suggest, would not etablish generator
bids, but would require an after-the-fact review of whether agenerator's bid actudly reflected its
margind codt. Using actud codts, therefore, would not provide price trangparency, and would be
adminigratively infeasble because it would require a condant reevauaion of every generator's bids.

The Commisson will revise the spot gas prices to be usad in the formula to accord with the
requests by the 10 to establish the proxy gas cost for determining margind costs®’ The 1SO will be
required to average the mid-point of the monthly bid-week prices reported by Gas Dally for three spot
market prices reported for Cdlifornia®® This price represents a ressoneble proxy for the margind cost
thet generatorswill incur, since they can pre-buy their ges reguirements for the mortth at this price™>

The Commission recognizes thet, as Rdiant and Dynegy point out, oot gas pricesin southemn
Cdiforniaoff of SoCd Gass sysem exceed other oot pricesin Cdifornia The gaf of the Cdifornia
Energy Commisson has recognized thet achief contributor to the high netura gas pricesin southern
Cdiforniaisthe defiit of intrastate capecity on the SoCd Gas sysem.® It reportsthat the interstate
ddivery cgpability exceeds the ability of SoCa Gasto recave that gas by 300 MMdf/d. 1t condudes
thet:

5 Rehearing Requests by CEOB, Dynegy, Rdiarnt, Williams

5"See Norwood v. FERC, 962 F.2d 20, 22 (D.C. Cir. 1992) (one of the best established
principles of dasscd economics sodd wefare is maximized when the margind cost of purchasing any
commodity isequd to the margind cogt of producing it); Electricity Consumers Resources Coundll v.
FERC, 747 F.2d 1511 (D.C. Cir. 1984).

8The three points are SoCa Gas (large packages), Mdin, and PG& E city-gate.

9 The average for June as reported in the Gas Daily Price Guideis $9.10. The bid-wesk
monthly index prices are SoCd Gas (large packages) $11.71, Mdin $5.98, PG& E Citygeate $9.61.

®0Cdifornia Energy Commission Saff Draft Report, Naturd Gas Infrastructure |ssues, Docket
No. 00-CEO-Vol -1, a 43 (May 17, 2001).
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this defidt in recapt cgpacity contributes to the high netural ges pricesin
Cdiforniaand the tight suppliesto mest naturd gas demand by dectric
generators®

Anather contributing factor to the high gas pricesis the inability of generators and other
shippersto acquire firm trangportation rights on SoCa Gass backbone sysem and SoCd Gass sysem
of dlocating trangportation on its backbone system, which leads to great uncertainty in scheduling ges
suppliesfrom interconnecting pipdines. This Commisson recently has taken action to hep improve the
certainty of nominations on interstate pipdlinesinto southern Caifornia®? but in the absence of
scheduling changes on SoCd Gas, the Commission’s changes to intergtate scheduling practices cannot
remove this uncertainty dtogether. The Commisson g&ff hed atechnica conference on May 24, 2001
to examine the problemsin Cdifornia gas infragtructure in which many participants continued to express
concarn about the lack of intragtate cgpadity on SoCd Gas and the difficulty in achieving cartainty in
scheduling ges supplies due to SoCa Gass dlocation procedures®® The Commissondsis
continuing to pursue effortsto try to dampen these higher pricesinto southern Cdifornia For example,
the Commisson recently issued orders reguesting comment on whether to etablish reporting
requirements to creste greater trangoarency in the gas market for southern Cdiforniaand whether
imposing a price ceiling on capacity rdease transactions would have an effect on dampening prices®*
The Commisson will continue to monitor the Stuation in Cdiforniato see whether further efforts are
needed.

In addition to the dysfunction in southern Cdifornia gas markets, the Commission cannot be
cartan tha the dally SoCd Gas (large packages) oot price represents the actud cost of southern
Cdiforniagenerators. Gas Daily and the other reporting services do not indicate what volume moves &
these prices, how much volume may be sold at lower pricesin non-gpot markets, and whether
generaiors may be abdle to use other options to protect themsdves againg such higher prices

Because of these concerns about the supplies coming into Cdiforniafrom SoCd Gas, the
Commisson does nat find it ressonable to base the market dearing energy price for Cdiforniaand the

®1cdifornia Energy Commission Saff Draft Report, Naturd Gas Infrastructure |ssues, Docket
No. 00-CEO-Vol -1, a 43 (May 17, 2001).

62Amoco Energy Trading Corp. v. El Paso Naturd Gas Company, 93 FERC ] 61,060 (2000),
&f'd 94 FERC 161,225 (2001).

83CdiforniaNaturd Gas Transportation Infrastructure, Docket No. PLO1-4-000.

®40rder Proposing Reporting Requirement on Naturdl Gas Sdesto CdiforniaMarket and
Requesting Comments, 95 FERC /61,262 (2001); San Diego Gas & Electric Company, et d., 95
FERC 161,264 (2001).
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remainder of the WSCC soldy on the southern Cdiforniapot price for gas Ingteed, the most
equitable way of handling thisissue isto use the goproach described above. Under the miitigation plan
adopted in this order, individud southern Cdifornia generators are permitted to judtify bids abovethe
mearket dearing price S0 long as they can show ther entire gas portfalio judtifies such abid.

b. Emisson Cods

The April 26 Order dated that the emisson cost would be cdculaed by the ISO using
emissons cods from Cantor Ftzgerdd Environmenta Brokerage Sarvices and the emissonsrate for
each unit. Many rehearing requests point out thet the method of paying for excesding emisson
alowances has been changed, o generators no longer can buy NOx emissions when they run out of
emisson alowances. Ingteed, locd air didtricts now require generators to pay mitigation fees when they
exced ther emisson dlowances

Sevard rehearing requests contend thet the emissons cogt should not be induded as part of the
proxy price, but should insteed be collected in an upHlift charge when actudly incurred. ®© Severd dso
arguethat not dl generators pay emisson cogts and those thet do incur such costs pay them only when
they have used up their emission dlatments % They contend, therefore, thet emissions costs should not
be induded until they haveto be pad. ARB maintains that mitigation fees are not variable costs and
should not beinduded in the margind cogt calculation becauseit will increese pricesto dl cusomers. It
a0 arguesthat induding mitigation fees as part of margind cogswill result in increased pollution asair
digtricts may decide to reduce the emissons fees as aresult of the higher consumer cogtsfor power.

SHlers, on the other hand, contend that emissions codts are legitimately induded as mearging
cogts. %7 They maintain thet in running beyond their dlotment of emission coststoday, they not only are
required to pay mitigation fees, but their emisson alotmentsin subsequent years are reduced. %
SHlersdam they nead reimbursament for the opportunity cods of loaing the aaility to run their unitsin
|ater years.

Wewill diminate NOx cogts from the caculation of the mitigated market dearing price. Since
the Commisson issued the April 26 Order, the SCAQMD's RTC program for dectric generators
larger than 50 MW (which was publidy traded by Cantor Fitzgerdd Environmenta Brokerage

®SRehearing Requests by 1S0, ARB, CEOB, CPUC, Assambly, PG& E, San Diego,
SCAQMD, Edison, SCWC.

5 Rehearing Requests by Assembly, PG& E, Edison, SCWC.
®"Rehearing Request by Williams

®8Rehearing Requests by Dynegy, Mirart, Rdiart.
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Savices) has been diminated by the SCAQMD's governing board and the rules governing generator
run-times have been dtered by the Governor of Cdifornia. ®° Thereare 35 ar qudlity districts within
Cdiforniaand many of these digricts treet NOx emissons differently from other ar qudity disricts
within Cdifornia Moreover, the ahility of these didricts and the Sate to change the rules governing
NOx emissons renders aone gzefitsdl goproach for emisson codsimpractica.

However, mitigation fees associaied with NOx emissons are alegitimate cost of producing
enagy. Therefore, generators should be permitted to recover the cogt of these mitigetion fees. We
direct the 1SO to develop agpedific emisson dlowance adminidrative charge assessed egang dl in-
date load served on the ISO's trangmisson system in order to recover NOx emission mitigation codts
asses2d agang generators thet are requiired to run in accordance with 1S0 digpatch indructions and
the must offer provisons of this order. Monies callected through this adminidrative charge will be
placed in an interest bearing escrow account by the 1ISO. When agenerator actudly incurs mitigetion
codts, the generator will submit an invoice to the 1O for recovery of these cogts and the 1SO must pay
theseinvoices Becausedl cusomerswithin Cdiforniabenefit from deaner air asareault of gpplication
of these mitigation fees, the adminidrative charge should be assessad againg dll inrgtate load served on
the ISO'ssydem. We direct the |SO to submit tariff modifications incorporaing an emisson dlowance
adminigrative cherge within fifteen days of the date of the order.

C. O&M Adder

The April 26 Order added $2.00 to the margina cost price for each generator to represent
operations and maintenance (O& M) expense. MID and the Assambly daim the Commisson has not
judtified the $2.00 adder for O&M expenses. MID maintains the Commisson should permit generators
to indude actud O&M codts.

Vaidile O&M cods aelegitimate margind codsthat areincurred asaresult of the physca
production of energy. Therefore, an adder to the margind price of energy is appropriate in order for
the generating unit to recover its variable O& M codts assodated with eech MWh produced and bid
into the 1SO'simbalance energy market. The Commission found in Sen Diego Gas & Elecdtric
Company, et d., 94 FERC 161,245 (March 9 Order), that a$2/MWh adder for varidble O&M
expense was reesonable. Furthermore, in the March 9 Order, we noted that the Cdlifornia Energy
Commisson dso edimates varidble O&M expenses of $2 to $3IMWh in arecent report titled "Market
Clearing Prices Under Alternative Resources Scenarios 2000 to 2010." ©

We are cognizant of the concamnsraised by MID theat the O&M adder may be lower then
actud O&M expenses; therefore, we will incresse the O&M adder from $2/MWh to $6/MWh. The

9See Executive Order D-40-01 by the Governor of the State of Cdlifornia
994 FERC & 61,863, n. 8.
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O&M forecagts meade by the Cdlifornia Energy Commisson are for new, effident combined cyde units
thet are not the units on the margin in the Cdiforniamarket. An O&M adder of $6/MWh is based
upon a seventeen year average of actud non-fud O&M expenses for ail and gesfired seam plants. 7
The Cdiforniamearket primarily condsts of older oil and gasfired deam plants. Thus usng along-term
average of actud O&M expensesfor the same kind of units currently in the Cdifornia market should
permit generaorsin the Cdiforniamarket full recovery of dl non-fud expenses

d. Hed Rae

The April 26 Order provided that the hegt rate should be basad on operationd hegt rates and
should nat indude gart-up and minimum fud load cogts  This requirement was judtified because the
market dearing price should reflect the costs needed to operate & or near maximum output. Williams
maintansthet the bid for each generator should indude minimum fud and gart-up cods. It dso
maintains the price should be cd culated each hour based on the heat rate and NOx curves for the point
a which the unit is digpatched.

On May 18, 2001, the 1SO submitted a gatus report informing the Commisson thet the SO
hed issued two market notices to market participants providing aformat for submisson of the requested
heat and emissonsdata The 10 requested heat and emission rates for deven different operating
points with the firs and lagt operating paints representing the unit's minimum and maximum operaing
leved, respectively. Asnoted by the 1SO, by collecting deven different operating points, the 1SO will be
able to goproximate the actud incrementa codt curve of each generdting unit and thereby develop
representetive proxy prices for each unit throughout the unit's operaing range.

ThelSO's proposd to indude the minimum and maximum operating levels for eech unit and
nine pointsin between isreasonadle. The |SO's heet rate curve reflects the minimum fud load
requirements requested by Williams. In addition, because the 1SO will have the gpproximeate heet rate
curve for each unit, the 1ISO is directed to caculae the proxy market dearing price based upon the
goproximeate point on the heet rate curve a which the lagt unit is dispatched. > However, we will dlow
Hlersto recover thar actud dart-up fud cods Sdlerswill invoice the 1SO thar actud sart-up fud
codsfor recovery by the SO in the same manner that emissons cods are recovered, and the 1ISO
must pay theseinvoices We direct the |SO to submit tariff modifications incorporating these costs
within 15 days of the date of thisorder. This change adequatdly reflects the concernsraised by
Williams, and, therefore, its rehearing request is moot.

"1See hitp:Mww.diadoegovioiaf/issuesiopatbi3.html. Oil and Gas Steam Plant Operations
and Maintenance Cogts, 1981-1997.

"2The emissons datais no longer rlevant based upon our aforementioned remova of NOx
cods from the proxy market dearing price.
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e Opportunity Cog, Scarcity Rents, Recovery of Fixed Cods, and
Judtification of Higher Prices

Generdors maintain that the Commisson's methodology for caculaing margina cogts exdudes
|egitimate opportunity costs related to energy-limited plants aswell as scarcity rents”® They further
maintain thet paying only margind cogt of the lagt unit digpatched will nat provide them with a
reasonable opportunity to recover the fixed codts of peeking units: They further mantain that they will
be unable to recover legitimate scarcity rents.

Asdiscussd previoudy, the Commisson is parmitting generatorsto fully recover thar
emissonscods Asthe Commisson explained inthe April 26 Order, in the red-time marke,
generaors do not have opportunities to sdl in higher-price markets because the redl-time market
conggts only of energy thet has not been previoudy sold in bilaterd transactions: Since the Commisson
isimposing Smilar mitigation over the United States western marketsin this order, selerswould no
longer have any incentive to offer energy & ahigher price to any other buyersin other dates. Further,
by usng the margind cogt of the last unit digoatched to establish the market dearing price during
periods of resarve defidency, the Commisson is permitting al more efident generatorsafair
opportunity to recover capita costs.

The generators maintain that, while the market dearing price will enable generators more
effident than the lagt generator dipatched to recover capitd codts, it will not permit recovery of the
cgpitd cogtsfor thet generator. Sdlers such as Avida, Duke Energy, Dynegy, Rdiant, and PPL havea
portfalio of generating capedity, with units thet will be more effident than the unit setting the market
dearing price. Therefore, the amounts earned on the more eficient plants will cover the invesment in
the margind plant. Furthermore, we note that Cdliforniano longer rdies exdusvely on the spot market.
Negotiated bilaterd agreements have, in large part, replaced this market and provide opportunity for
any Hler to dructure the arrangements necessary to recover itscogts. Findly, under the FPA and our
authorization for market-based rates, selers are not guaranteed to recover dl codts but are provided
the opportunity to do 0.

The Commisson, in this order, has sought to provide prices that emulate dosdy those thet
would result in a competitive market and thet provide generators with a reasonable opportunity to
recover thar cogts  Sdlers have not suggested areasonable method of measuring the magnitude of
suchcogs The Commisson’s mitigation plan uses available data to develop a ressoneble margind
cod for each generator and to permit reasonable recovery of legitimate cods. If sdllersdo not bdieve
thet these prices sufficiently cover their codts, they can file for cost-of-sarvice rates covering dl of thar
generating unitsin the WSCC for the duration of the mitigation plan.

"SRehearing Requests by Avista, Duke Energy, Dynegy, Rdliart, PPL.
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Rdiant and PPL contend that generators are entitled to a premium to cover the red risk of non-
payment in Cdifornia We recognize thet the risk of nonpayment in Cdifornia continues to be grester
then that in the larger West-Wide market. We dso note thet there isalonger payment lag inthe ISO
gpot markets of gpproximatey 75 days thet does not generdly exig in the Western bilaterd spot
makets Weindruct the |SO to add 10 percent to the market clearing price paid to generators for dl
prospective sdesin its markets to reflect credit uncertainty. " The adder is not ingtituted to
compensate generators for past unpaid bills. The 1SO mugt incorporate this provison in its compliance
filing. Thisadder may be lifted by the Commisson depending on the outcome of the settlement
procesding. However, the Commisson believes that questionable business practices have sant negetive
sgndsto future supplies, credit rating agendies and investors and therefore an adder for credit risk is
judtified and necessary.

As described above, our order today prescribes amarket-driven price mitigation mechanismin
dl hours Sdlers disstisfied with these prices have two options. They may propose codt-based rates
for their entire portfolio of generating fadilitiesin the WSCC in asaction 205 filing with cost support
induding areasonable rate of return on investment thet reflects the unique conditionsin Cdifornia
Alternatively, athough we bdieve the mitigated price to be adequeate, sdlers can seek to judtify each
transaction above the mitigated price. Any such judtifications, however, cannat indude premiumsto
compensate for credit risk, Snce our market-clearing price for the 1SO's markets dreedy reflects an
adder for thisrisk. Smilarly, asdler's emisson cogts cannot be used to judtify exceeding the market-
clearing price because our order dlows each sler to recover its emisson cogs directly from the I SO.
Clams of opportunity costswill not be consdered because energy thet is avalable in red-time cannot
be s0ld dsawhere. Also, as explained dsewhere, marketers will not be dlowed to justify prices higher
then the mitigated prices because they must be price takers. Findly, while our gpproach dlows
recovery of gas costs, we will condder judtifications based on higher actud gas codisif conditionsin
netura gas markets change sgnificantly (assuming, of course, thet suppliers can document and support
their ges purchasing portfolio and dlocation among al generating units a the rdevant time). ™

3. Applicability to Marketers And Out-of-State Generaors

A number of rehearing requests contend that generators can drcumvent price mitigetion by
sling energy to marketers " They argue the generator could sdll energy to amearketer a ahigh price

"This adder will not be reflected in the market price for the rest of the WSCC.

SCurrently, emission costs outside of Californiaare de minimmis. However, we recognize thet
thismay change, and that sdllers could be subject to entirdy new codts resulting from changesin
arcumgances. Wewill condder such costs on a case-by-case besis.

"®Rehearing Requests by 1S0, CEOB CMUA, Metropalitan, NCPA, SMUD, San Diego,
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and then the marketer could bid ahigh price into the |SO market, which it judified on the bass of its
acquistion codt. 1n order to ensure compliance with the price mitigation, the Commisson will not
permit marketersto bid a price higher than the market dearing price. Thiswill dill provide marketers
with an opportunity to earn areasonable return on purchased energy, Snce the mitigeted priceis
edablished by the margind codts of the lagt unit digpatched and this price will be above the cods of the
generators from which the marketers obtain their portfalio of energy. Inthis case, the marketer isno
different than the lagt generator digpatched; it can recover the margind cogts of the last unit of energy
produced.

ThelSO mantains that out-of-ate generators should be covered by the mitigation requirement
S0 that any bids they submit above the market deearing price will be subject to refund. Out-of-Sate
generators thet want to have their margind costs induded in cdculating the market dearing price can
submit the required heeat rate and gas source to the 1SO for usein cdculating the market dearing price.
Inthe April 26 Order, the Commission did not require out-of-date generators to judtify their priceif
they bid into the 1SO market, because the Commisson did not want to discourage out-of-dete
generaors from bidding into the ISO market. However, now that the Commisson isimplementing
mitigation for the entire WSCC, out-of-gate generators will be tregted like in-date generators

F. Conditions on Market-Based Rate Authority

The April 26 Order conditioned public utility sdllers market-based rates to ensure thet they do
not engage in certain anticompetitive behavior. Sdlers violaing these conditions would have their
market-basad rates subject to refund and possible revocation.

Severd generators have requested rehearing of this aspect of the April 26 Order. 7" Mirart
and Williams for example, urge the Commisson to redlize thet sdlers save cartain units for when they
can get the best price. Mirant contends that the bidding practices proscribed by the April 26 Order are
legitimate, judtifidble Srategies in a competitive market and reguests the Commisson to diminae the
conditionsor a aminimum, to limit theimpogtion of the conditions to certain hours.

Dynegy oppases the prohibition on the first category of bids, so-cdled "hockey dick” bidding.
Dynegy submits that the risk of outage goes up subgtantidly asthe unit is pressad into operating longer
than isadvissble The generator, therefore, faces new risks, such as aforced outage, and mugt be able
to place premiums on the price per unit. EPSA, meanwhile, opposes the prohibition on bidsthet rise as
the unit's output drops. EPSA dates that the Commisson should not revoke market-based rate
authority based on alegitimate effort to recover total cods, but rather only if it finds that market power
has been abusd.

78(...continued)

Edison.

""Rehearing Reouests by Dynegy, Mirant, Reliant, EPSA, Duke, PPL.
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Wewill not tolerate abuse of market power or anticompetitive bidding or behavior.
Emblemétic of these practicesis the now well-publicized bid of $3,880/MWh by Duke Energy. This
bid resulted in tota revenuesfor Duke Energy of $11 million. Exacerbating the problem was the fact
thet, while this transaction was identified in the March 9 Order as exceading the proxy price, Duke
Energy failed to even report thistransaction in its quarterly report. The March 9 Order gave Duke
Energy the choice of refunding al revenuesin excess of those that would have occurred using the proxy
price, or judtifying the higher bid. Duke Energy chosethe latter. Duke Energy argued thet the
payments for the energy it had supplied werein arears, and therefore, it added a credit premium. The
data.show that Duke Energy’s risk premium exceedsiits variable cost by an order of magnitude. 78
Duke Energy's bidding a multiples of its margind codsin an attempt to recover past due amounts can
in no way be found to be just and reasonable. Accordingly, Duke Energy is directed to refund with
interest pursuant to 18 C.F.R. § 35.193, or offset, down to the level of the proxy price, $273/MWh for
January, during the rdevant hours. Asthe proxy priceiswel aove Duke Energy’s daimed running
codts, it will be sufficient to cover any credit risk that Duke Energy may face. ™°

Public utility sdlers market basaed rate authority will be subject to potentia revocation if they
arefound to have engaged in inappropriate behavior. Further, WSCC public utility selers market-
based rate authorizations are herely conditioned on agreaing to potentia refunds for overcharges
resulting from anticompetitive behavior.

The Commission denies Dynegy's request asking the Commisson to darify thet the prohibition
on bidding practices will expire on April 30, 2002, dong with the ret of the April 26 Order.

G. Refunds

Inthe April 26 Order, the Commission established that al charges bdow the market dearing
price would not be subject to refund. Refundswould be required only for slersthat fall to judify bids
above the market dearing price. The Commisson further Sated thet generators would not be ligble for
refundsiif the Commission did nat act within 60 days of thefiling of the judtification report.

"8Duke Energy unecuivocaly statesthet it is using the $3,880/MWh bid as anegotiating tool to
recover payment for prior transactions. Duke Energy datesthat it will settle for the proxy priceif and
whenitispad infull for itsprior, unpad transactions. March 23, 2001 compliancefiling in Docket
Nos. ER01-1448-003 and ER01-1448-004 at pp. 10-12.

"9The Commission notes thet there are anumber of submiittals desling with sdlers market-
basad rate authorizations aswell asbid judiifications. We will address them in separate orders, if not
resolved as part of the settlement process established dsawhere in this order.
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PG& E and Edison maintain that the Commisson cannot erase satutory refund obligations by
dating that cartain prices are deamed just and reasonable. Edison argues that the Commisson must
order refundsfor dl amounts above ajus and reasonable rate and should not be able to limit refundsto
emergency Stuaions. Edison maintains thet the Commission cannat establish that refund authority will
expirewithin 60 days. It further contends that the Commisson cannot shidd generators from refunds,
because the Commisson has the authority to correct itslegd erors. The CPUC maintains that refunds
should exceed unlawful gainsto act as a deterrent and suggests that the Commission impose treble
damages, as provided for in antitrust law.

The Commission is establishing price mitigation in dl hours of reserve ddfidency and, asa
discretionary metter, is aso extending aform of that mitigation to hours of non-reserve defidency. This
price mitigation egtablishes the maximum just and ressoneble rates in gpot markets, absent cost
judtification. Moreover, the 60 day period for review of codt judtifications was a sdf-imposed
reguirement to ensure thet there is price cartainty. The Commission has the authority to extend the
period if necessay to finish processng the judtifications

With respect to the CPUC's arguments, the CPUC dites no provison of the FPA authorizing
the Commisson to impose pendties. Findly, the Commisson has no autharity to imposetreble

damages.
H. Underscheduling Pendlty

On December 15, 2000, the Commisson issued an order which established, among other
things, as part of acomprehensgve price mitigetion plan, amaximum pendty of $100/MWh if energy
buyers had over 5 percent of their load served in the red-time market. 8 Severa parties request that
the Commission suspend the pendlty for underscheduling in this procesding, 8! Dueto the
Commisson'sdecisoninthe April 26 Order to defer action on suspending the pendty for
underscheduling, we will addressthisissue in afuture order.

l. Corfidentidity of Data

The Commisson dated in the April 26 Order thet it would continue the previous practice of
kegping bid data confidentid for Sx months, because disdlosure of such information may leedto a
reduction in competition because it will dlow competitorsto learn what their competitors are bidding
and could leed to price colluson or coordination. The Commission dso found that generator's heet
retes and emisson cod informeation was <o confidentia businessinformation thet should not be
disclosed.

895N Diego Gas & Elextric Compary, &t d., 93 FERC 161,294 (2000), rehg pending.
81See Commentsby CPUC, DWR, PG&E.
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Severd parties contend that the Commisson should not keep the heet rate and other cost
information used to judtify bids corfidentia, but should make the data publidy available, under section
205 of the FPA, on anext-day basis 8 They dso assart that due process requires thet dl data used to
determine the proxy priceis an essantia part of arate schedule and must be made available o it can be
chdlenged by other parties, particularly ratepayers. SCWC and Assembly contend thet the solution to
colluson or gaming is not confidentidity, but rether regulation of sdler conduct. Asan dternative, Sen
Frandsco and Assembly maintain that the Commission can keegp the data confidentid, but thet thefiling
of the data should be publidy noticed pursuant to the FPA, and the data should be avallable for review
by those parties who enter into a protective order.

Asthe Commisson found in the April 26 Order, the information on heet rates and emisson
codsis highly confidentid busnessinformetion. The disdosure of such information can cause
competitive harm by dlowing competitorsto learn of the behavior and costs of their competitors. The
Commission regulations provide for granting confidentia trestment of business sengttive information. 8
Theeissues are raised in other pleadings before the Commisson, and we will address these mattersin
alater order.

EPSA's concerns rd ae to the independence of the 1SO Board and the gpprehension of
disclosing confidentia deta to anorrindependent body. EPSA suggests replacing the 1SO Board or
dternativedy, requiring the reporting of such detato an independent entity so it can perform the margind
cog cdculaions. The concarnsrdaed to the independence of the 1SO Board are beyond the scope of
this rehearing and will be addressed in alater order.

M-SR and TANC daethat the April 26 Order is slent with repect to ordering the ISO to
keegp the bid and cogt data confidentid. While the Commission finds thet the order was sufficiently
dear in thefirg ingance, out of an abundance of caution, the Commisson daifiestha the O is
ordered to treat dl cost datain a confidentia manner.

J Review and Duration of the Mitigation Flan

Inthe April 26 Order, the Commisson established a maximum one-year time period for the
duration of the mitigation plan. 1n addition, the Commisson indituted a process for reviewing the
operations of the plan and the conditionsin the Cdiforniamearket on a quarterly bess.

Severd paties request rehearing on the duration of the mitigation plan, Sating thet the
Commission's decison to esablish a pre-determined time period for goplying mitigetion is arbitrary and

82Rehearing Requests by NCPA, Assembly, SCWC, Ediison, San Francisco, PG&E.

835ee 18 C.F.R. §§ 388.112 (2000), 385.206(€), 385.213(c)(5), 385.410(C) (providing for
confidentid trestment for business senstive information).
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capricious® Aneheim assartsthet thereis no rationd besis for ending the mitigation after one year
while SCWC dates that the only criterion for terminating mitigetion is whether markets are competitive
or not. Metropalitan Sates that the Commission's assumptions about planned demand reduction and
market devdopment within one year should not be the basis for terminating mitigation. Metropaliten,
Assembly, and others urge the Commission to monitor the progress of market entry by new generation
and other market deve opments before termination.

The Commisson isrequiring the ISO to file on or before March 26, 2002, areport on market
conditions that addresses among other things (1) alig of al new generating resources (induding the
nameplate capadity) that the State of Cdlifornia has announced this year would be on line by summer
2002 and which of those fadilities actually are on line (see Attachment to this order); & and (2) the
continued progress in executing long-term contracts and reducing the reliance on the spot market. We
will extend the mitigation through September 30, 2002. Our requirement for quarterly reports will
continue.

K. RTO Proposd

Inthe April 26 Order, the Commisson conditioned the implementation of the market monitoring
and mitigation plan on the 1SO and the three investor-owned utilities (10Us) (SDG& E, Edison, and
PG&E) filing an RTO proposd by June 1, 2001, condgtent with the characterigtics and functionsin
Order No. 2000.

Severd paties have requested rehearing chalenging the Commission's condiitioning mitigetion
on thefiling of an RTO. 8 While requesting rehearing on the lawfulness of the condition, City of Seettle
and others assart that filing an RTO proposd by June 1, 2001 is highly unrediigtic, and therefore request
thet the RTO condition be removed from the April 26 Order on rehearing.

Asnated in the April 26 Order, the RTO condition recognizes thet the only red solution to
supply problemsthat affect the Western United Statesisto create aregiond reponse. The
Commission intended to creste Such aregponse, and to improve and enhance supply and ddiverability
infragtructure S0 as to meke the ddiverahility of supply possible and more rdiable by imposing this
condition as a necessary component to asolution for Cdiforniaand the Western United Stiates The

84Rehearing Requests by Edison, CPUC, CMUA, Anaheim, SCWC, Metropolitan.

8Aspainted out in the April 26 Order, Cdlifornia has committed itsdf to incressing in-state
genegration and projects that new generation totaling 4,168 MW will be on line by the end of August
2001 and thet there could be as much as 6,879 MW on line for the summer of 2002,

86Rehearing Requests by Serttle, Aneheim, SCWC, San Diego, CPUC, PG&E, CMUA,
Metropolitan, CEOB.
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SO and two 10Us, SDG& E and Edison, filed an RTO proposd on June 1, 2001. PG& E dso madea
sparatefiling. Snce the RTO filings have been made, the monitoring and mitigation plan will remainin
effect. The Commisson will address the adequecy of thesefilingsin future orders. Sncethe SO and
utilities made the requigite filings, the requests for renearing on thisissue are moat.

L. Wes-Wide 206 Implementation

In the April 26 Order, the Commisson indituted an investigation under section 206 of the FPA
into the rates, terms and condiitions of sdlesfor resdle of dectric energy in interdate commercein the
WSCC other than sdesthrough the 1 SO's markets, to the extent that such sdlesfor resdeinvolve: (1)
dectric energy sold in red-time spot markets (i.e., up to 24 hoursin advance) and (2) take place during
conditions when contingency reserves (as defined by the WSCC) for any control areafdl bdow 7
percent. These proceedings were indituted to investigate whether and the extent to which Sgnificant
increesesin the prices for energy and andillary sarvicesin the Cdifornia market are affecting prices for
such savicesin the WSCC outsde of Cdifornia

Inthe April 26 Order, the Commisson recognized thet the Cdiforniamearket isintegrated with
those of other gatesin the WSCC. Therefore, the Commisson sated itsintention that, to the extent
possible, its proposed changes would mirror the measuresto be gpplied to Cdiforniamarkets & The
April 26 Order proposad the following three meesures for the WSCC:

(1) A requirement thet dl public and non-public utility sdlers, with energy operationdly
and contractudly availablein red-time, offer that energy for e

(2) Price mitigation during periods when reservesfdl below 7 percent; and

(3 A condition on the market based rate authority of public utility sdlerssdling inthe
WSCC region to ensure that they do not engage in anti-competitive behavior.

On April 27, 2001, the Commission issued a natice establishing arefund effective dete 60 days
from the date on which natice of initiation of the investigation was published in the Federd Regider.
The notice was published in the Federa Regider, 66 Fed. Reg. 22223, on May 3, 2001. Thus, the
refund effective dateis July 2, 2001.

1. WSCC Mitigation Pan Overview

Basad upon the nead for uniform pricing throughout the Western region, we now find it
necessary to adopt amarket monitoring and mitigation plan for the WSCC spat markets: This plan will

8795 FERC 161,115, a 61,356.
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conds of saverd primary dements, each of which isintended to dosdy mirror the monitoring and
mitigation plan we have adopted for Cdiforniawhile dso taking into account the various digperities
between the Cdiforniaand WSCC markets

Effective on the day following the dete of this order, the plan we adopt bdow gppliesindl
hoursto dl spat market transactions throughout the WSCC.  In the hours when Cdlifornia experiences
reserve defidendes, pricesfor WSCC spot market sdes cannot exceed the | SO's hourly market
dearing price, aosent judtification.

Under our current and revised mitigation plan, the price in the 1SO's Imbalance Market during
times of insufficdent operating resarves will conagtently reflect the margind cogt of energy. Recent deta
show that during hours of sufficient operating resarves, the average hourly Imbaance Energy price hes
been zero and & times anegetive vaue. These pricesindicate thet ether there were no transactionsin
thismarket or thet generation actually exceeded load during these hours. While there may be a number
of factorsthet contribute to these anomaous results (eg. changesin buying drategies), we are
convinced thet we must use a modified mitigetion gpproach during hours of non-resarve defidencies

For spot market sdles, both in the WSCC and in Cdlifornia, in dl non- reserve deficiency hours
(i.e, when resrve levedsin the | SO exceed 7%), we will adapt the use of these market dearing prices.
Eighty-five percent (85%) of the highest ISO hourly market dearing price established during the hours
when thelagt Siage 1 (not Stage 2 or 3) wasin effect will, absent judification, serve asthe maximum
price for the subsequent period. For example, if the highest hourly market dearing price during aStage
1is$140/MWh, oot pricesin dl subssquent nonHreserve deficiency hours beginning when Slage 1is
lifted can be no higher than $119MWh (i.e. 85 percent of $140/MWh). Sdlersthrough the |ISO's
angle price auction will recaive the hourly market dearing price, but that dearing price will not exceed
$119MWh. For example, if the market dearsa $00/MWh dl biddersin the |ISO's auctions will
receive $90/MWh for that hour. However, bids are limited to $119MWh and, therefore, the dearing
price during the period will never exceed $119MWh. For sdes outsde the ISO's single price auctions
(bilaerd desin Cdiforniaand the rest of the WSCC), sHlerswill recaive the prices they negaotiate up
to the maximum price, in thisexample, up to $L1YMWh. This maximum dearing price will remanin
place until the next Stage 1 isdedlared and anew priceisset. When that Stage 1 is lifted, 85% of the
highest hourly merket dearing price from that period will carry forward.

Third, the plan impases amug-offer requirement for dl hours upon sdlers with the exception of
hydrodectric resources and cgpecity needed to meet WSCC minimum operdting reserve criteriafor
control aress. Fourth, the plan gppliesto dl public utilities (induding marketers) and non-public utilities
who sl into Commisson-regulated oot markets or use the interdate transmisson grid subject to our
juridiction. Market-basad rate authorizations for public utilities are hereby conditioned upon
adherenceto this plan.

2. [ ntervertions and Comments
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Inthe April 26 Order, the Commisson provided that comments should be submitted within ten
days of the dete of thet order. Timdly natices of intervention, maotionsto intervene and commentsin the
WSCC proceeding werefiled by the entities lised in Appendix B.

Pursuant to Rule 214 of the Commission's Rules of Practice and Procedure, notices of
intervention and timely, unopposed mations to intervene sarve to meke the intervenorsliged in
Appendix B patiesto this proceeding. Given the early stage of the proceadings, we will accept the
|ate-filed comments

3. Megawat Laundering

In the April 26 Order, the Commission noted that severd commenters complained thet
generators may avoid the Commisson's mitigation requirements through "megawett laundering.”  In thet
order, the Commisson recognized that the Cdiforniamearket isintegrated with other Sates and
indtituted the ingtant invedtigation. 1n addition, the Commisson extended the mug-offer obligation to
indude norHpublic utility generatorsin Cdiforniawhich currently meke use of the ISO'sinterdate
trangmisson grid. In their comments CPUC, DWR, TURN/UCAN, and CEOB reguest thet the
Commisson aso address megawett laundering in this procesding.

As discussed above, megawatt laundering will no longer be a concern due to our revised
mitigation plan. Frg, the mitigation plan will befor dl hours and will be goplicable uniformly throughout
the WSCC. Second, both sdeswithin and outsde Cdiforniawill be tregted uniformly induding sdes
by marketers Asaresult of these modifications, this srategy cannot be usad to avoid potentia
mitigetion.

4, The Proposed 7 Percent Resarve Deficiency Trigoer

The April 26 Order established amechaniam for price mitigation for dl sdlers (exduding out-
of-deate generators) bidding into the |SO's red -time market during areserve deficiency, and proposed
that mitigation in the WSCC would be triggered when contingency resarves (as defined by the WSCC)
for any control areafal bdow 7 percent.

Numerous commenters raise issues regarding how the resarve deficiency mechanism would be
implemented for the WSCC. Based on the numerous concarns raised by the comments, we will
amplify the Wes-wide mitigation so thet it will trigger only when the ISO dedares aresarve defidency.

5. The Proposed Mug-Offer Requirement

Inthe April 26 Order, the Commisson induded arequirement thet dl generatorsin Cdifornia
(with the exception of hydrodectric power), induding non-public utility generators thet make sales
through the ISO's markets or that use the |SO's interdate tranamisson grid, must offer any power thet
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they have avallablein red timeto the ISO. Thisindudes power not dready scheduled to run through
bilaterd agreaments®  With respect to the WSCC investigation, the Commission stated thet it intends
to mirror the goproach used in Cdifornia

A number of parties oppose the requirement for the WSCC. For example, the Oregon Office
of Energy believesthat arequirement to offer energy for sdeis difficult to police because a generator
must be dlowed to decide when its equipment must be taken out of service and at what levels of output
it can run.

We daify that the mugt offer reguirement throughout the WSCC will not gpply to hydrodectric
resources or to generation that is necessary for control area operators to meet the gpplicable WSCC
Minimum Operating Reserve Criteria. We recognize that outdde of Cdiforniathereis currently no
operationd 1S0 or RTO in place in the WSCC and therefore, no centralized location to post this
informetion. Theladk of an operaiond regiond sructure will meke implementation of this feeture of the
mitigation plan difficult.

In order to implement this feeture of the mitigation plan immediatdly, we will requiredl public
utilities thet are control area operators to have thair wholesdle merchant function cdculaie on adaily
bass the amount of capeacity thet will be avalabdle after load and operating reserve forecadts have been
cdculaed. Thewholesde merchant function will pogt thisinformetion on its company web steand on
the Western Sysem Power Podl (WSPP) web ste, and will mantain in its daily log the amount of
non-hydro resources that will be avallable. Actud arrangementsfor energy sdes from such resources
should be meade with the wholesde merchant function and not with the control areaoperator.

To implement this requirement, we will reguire each marketer and independent power
producing entity to post available capacity on adaly basis on its own web Ste and the WSPP web ste

6. Applicability to Non-public Utilities

The April 26 Order extended the mugt-offer requirement and the price mitigation plan to non-
public utility generatorsin Cdiforniawhich currently meke use of the |SO's interdate transmisson grid
or Al inthelSOsmarkets The Commission found that extending these requirements to non-public
utiliiesis necessary to endure that the mitigation and monitoring proposd is goplied equdly to dl

8895 FERC 61,115, at 61,355-57.
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genaraorsin Cdifornia 8 Similarly, the April 26 Order proposes to extend these requirements to
non-public utility generatorsin the WSCC. %

Non-public utilities oppose goplying these reguirements to them.  On the other hand, Aviga
Energy requests thet the Commisson suspend price mitigation mesesures established for public utilitiesin
the WSCC if the Commission does not extend the mitigation meesures to non-public utility sdlers

For the same reasons the April 26 Order gpplied mitigation to al generators within Cdlifornia,
we will extend the mitigation plan adopted herain to indude dl public and non-public utilities throughout
the WSCC. Moreover, the percentage of non-public utility generation in the WSCC outside of
Cdifomiais sgnificantly larger then thet insde of Cdifomia® We bdievethat dl entities must asist
with solving the problemsin the WSCC.  Accordingly, the Commission will require thet, as a condition
of ling into the markets which are subject to this Commisson's exdudve juridiction, and asa
condition of using Commisson jurisdictiond interdete tranamisson fadlities dl sdlerslocated inthe
WSCC, induding non-public utility sdlersin the WSCC, must abide by the WSCC price mitigation
plan and by the mugt-offer obligation (if gpplicable) described in this order.

While the Commisson does nat directly regulate the non-public utility sdesfor resde
throughout the WSCC, we have the authority, and, indeed, the respongihility, to ensure thet retes, terms
and condiitions for jurisdictiond sarvice are just and ressonable. However, the Commisson cannot
ensure such just and reasonable rates in the current drcumgtances in the WSCC unless dll entities that
sl energy in the rdlevant soot markets or use the interdate transmisson grid subject to our jurisdiction
abide by the same condiitions. Findly, by applying the plan discussad in this order to nonHpublic
utilities we diminate the incentive, and the means, for public utilitiesto avoid mitigetion (i.e., by making
wholesdle sdes to non-public utilities for resdle in the oot market).

7. Refund |sues
Asnated above, the refund effective date esablished in this procesding is uly 2, 2001. Some

parties contend thet it is premeture to establish arefund effective dete for the WSCC, or that the
prospect of refunds could doud supplier decigon-making, while others are concerned thet if a

8\d. at 61,356 .
0\d. at 61,365.

91See Powerdat database, Resource Data Internationd, Inc., April 2001 data set.
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transaction is executed in the day-ahead market prior to adeclared resarve deficiency, the transaction
should be honored without mitigation or refund obligation. %2

Wewill nat rescind the refund effective date because we are legdly obligated to establish a
refund effective date when an investigation isindituted under section 206 of the FPA. We have
established the earliest possible refund effective date permitted by the FPA Section 206, to provide
maximum protection to cusomers. We expect thet sdlerswill observe the requirements of this order
and thet the nead for refunds will berare. The commenters have not judtified providing less protection.
Moreover, the mitigation plan istaking effect prior to the refund effective date and this should obviate
the need for refunds

8. Mitigation Beyond Summer 2001

Although we are confident of the efficacy of our West-wide mitigation plan throughout the
Summer of 2001, we nonethdess wish to obtain comment for the purpose of revising the mitigetion
methodology for future periods, if necessary. % Accordingly, weinvite interested partesto file with the
Commisson comments and proposals concamning: (1) any developments, ather bendficid or adverse,
which have occurred in the Western region spot markets as aresult of this order; (2) any difficulties
with implementation of the mitigation plan detailed in the order, and the rdevant solutions thereto; and,
mog importantly (3) any dternative market mitigation gpproaches. In order to provide for timey
review and andyss we will require that parties comments and proposals be submitted to the
Commisson within 60 days of the date of issuance of thisorder.

M. Settlement Conference

Wewill require thet dl public utility sdlers and buyersin the ISO's markets paticipete in
settlement discussons to complete the task of settling past accounts and structuring the new
arangementsfor Cdifornias energy future. To achievethisgad, it isimperative thet the parties reech
agreament on (1) the additiond load thet isto be moved from the gpot market to longer-term
contracts, (2) refund (offset) issues related to pagt periods, and (3) creditworthiness metters. In
highlighting these Spedific issues, we are not suggedting that the settlement discussons are limited to
these matters, but emphasize that dl issues that remain outstanding to resolve past accounts and ensure
Cdifornias energy future are on the table for the partiesto address. Findlly, we sressthat it will be
critica to the success of these discussons that the State of Cdifornia designete one or more
representatives, authorized to act on behdf of dl affected date interests, to participate fully inthe
stlement discussons. We will gppoint the Chief Adminidrative Law Judge or hisdesgneeto save as

92See Comments of Avista Energy, Duke and Powerex.

9 particular, we sesk comments on whether our gpproach is appropriate given regiond
differences between Cdifornia and other regions.
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asdtlement judgeto assg the partiesin reaching a settlement and require the judge to convene an
initid settlement conference no later than June 25, 2001, and to complete the settlement discussions no
later than 15 days after the commencement of the settlement conference. The sattlement judge shall
meake arecommendation to the Commisson within 7 days after the dose of the settlement discussonsiif
the issues are not resolved by the parties.

N. SO Compliance Fling

Inthe April 26 Order, the Commisson directed the 1SO to submit a compliancefiling no later
then fifteen days from the date of thet order. The 1SO made its compliancefiling in Docket Nos
EL00-95-034 and EL00-98-033 on May 11, 2001. Dueto the dgnificant modificationsto the
mitigation plan we are adopting today, we will reguire anew compliance filing within 15 days of the
date of thisorder.

The Commisson orders

(A)  ThelSO gndl submit tariff changes to comply with this order within 15 days of the dete
of thisorder.

B) SHleasof energy inthe WSCC are subject to the mitigation plan as discussed in the
body of thisorder. The mitigation plan will become effective on the day following the dete of this order.

(©)  Rehearingisgranted in part, and denied in part, as discussad in the body of this order.

(D)  Therequessfor gays of the April 26 Order are denied as discussed in the body of the
order.

(®  Nolater than 7 days after the completion of settlement discussions, the settlement judge
shdl make arecommendation to the Commission with respect to the settlement negoatiaionsin the
captioned dockets.

(F  Duke Energy mud fileareport quantifying refunds or offsstswithin 15 days of the date
of this order, as discussed in the body of this order.

(G  Interested paties are hereby invited to file comments and proposds regarding the
market mitigation plan, as discussed in the body of thisorder.

By the Commisson. Commissioner Massey concurred in part with a separate
Satement attached.

(SEAL) Commissioner Breathitt concurred with a separate Satement
attached.
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Linwood A. Wason, .,
Acting Secretary.
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Appendix A

Requests for Rehearing of April 26 Order
(* - denotes request for late intervention)

Party Abbreviation
American Public Power Assodaion APPA
Automated Power Exchange APX
AvidaEnergy, Inc. AvidaEnergy
Cdifornia Air Resources Board * ARB
Cdifornia Department of Water Resources DWR
Cdifornia Electriaty Oversght Board CEOB
Cdifornia Independent System Operator 1SO
Corporation
CdiforniaMunicipd Utility Assodaion CMUA
CdiforniaState Assambly Assembly
Cdpine Corporation Cdpire
Citiesof Angham, & 4. Andheam
City and County of San Francisco San Francisco
City of Burbank * Burbank
City of Sen Diego Sen Diego
City of Sedttle Sedtle
Cogeneration Assodiaion of Cdiforniaand CAC/EPUC
Energy Producers and Users Codlition %
Consumer Federaion of America* CFA
Duke Energy North America et dl., LLC Duke Energy
Dynegy Power Marketing, Inc. ¢t dl. Dynegy

%Request for ay.
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Party Abbreviation

Electric Power Supply Assodidion EPSA
Imperid Irrigation Didrict * 1D
Los Angeles Department of Water and Pover | LADWP
M-SR Public Power Agency, et dl. M-SR
Metropolitan Water Didrict of Southern Metropolitan
Cdifornia
Mirant Americas Energy Marketing, LP, et dl. Mirant
Modesto Irrigation Didrict MID
Nationa Rurd Electric Cooperative Assodation | NRECA
Northern Cdifornia Power Agency NCPA
Pedific Gas and Electric Company PG&E
PPL EnergyPlus LLC, et d. PPL
Public Utilities Commisson of State of Cdlifomia | CPUC
Rdiant Energy Power Generdion, Inc. Rdiat
Sacramento Municipdl Utility Didrict SMUD
San Diego Gas & Hledtric Co. SDGLE
South Coegt Air Quality Management Didrict* | SCAQMD
Southern Cdifornia Edison Company Edison
Southern Cdifornia Weter Company SCWC
Tranamisson Agency of Northern Cdifornia TANC
Turlock Irrigetion Didrict * TID
Williams Energy Maketing & Trading Compeny | Williams
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Appendix B

WSCC Comments
(* - denotes Mationsto Intervene)
(** - denotes Natice of Intervention)
(*** - denotes late filed comments)

Party Abbreviation
AES Southland, Inc. *** AES
American Public Power Assodation * APPA
Attorney Generd of Waghington * Washington Attormey Generd
Automated Power Exchange APX
AvidaEnergy, Inc. AvidaEnergy
AvidaUtilities AvigaUtilities
Cdifornia Air Resources Board * ARB
Cdifornia Department of Water Resources * DWR
Cdifornia Electricity Overdght Board *** CEOB
Cdifornia Independent System Operator 1SO
Corporation
CdiforniaMunicipd Utility Assodation CMUA
CdiforniaState Assambly Assembly
Citiesof Anahem, et . * Anghem
County of Sen Diego * San Dieggo
City and County of Sen Francisco * San Francisco
City of Burbank * Burbank
City of Sedttle Sedtle
Cogeneration Assodiaion of Cdiforniaand CAC/EPUC
Energy Producers and Usars Codlition *
Cogengration Codlition of Washington * CCwW
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Party Abbreviation
Colorado Assoddion of Muniapd Utilities* Colorado AMPS
Duke Energy North America et dl., LLC* Duke Energy
Electric Power Supply Assodidion EPSA
Enron Power Marketing , Inc. and Cord Power, | Enron
L.L.C
|deho Public Utilities Commisson ** |daho Commisson
Imperid Irrigation Didrict * 1D
Los Angdes Department of Water and Power LADWP
M-SR Public Power Agency, e . M-SR
Metropalitan Weter Didrict of Southern Metropalitan
Cdifornia
Mirant Americas Energy Marketing, LP, g d. * | Mirant
Modegto Irrigetion Didrict * MID
Morgan Stanley Capitd Group Inc. Morgan Stanley
Nationd Rurd Electric Cooperdive NRECA
Asoadion*
Nevada Attorney Generd's Bureau of Consumer | Nevada BCP
Protection *
Nevada Independent Energy Caodition* NIEC
Neveda Public Utilities Commisson * Nevada Commisson
Northern Cdifornia Power Agency NCPA
NRG Power Marketing Inc. NRG
Officid Committee of Unsecured Creditors of OSC
PG&E*
Oregon Office of Energy Oregon Office of Energy
Padific Gas and Electric Company * PG&E
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Party Abbreviation
Finnacdle West Capitd Corporation, Arizona Annade West Companies
Public Sarvice Company, Pinnadle West Energy
Corporation and APS Energy Sarvices, Inc.
Portland Generd Electric Compeny PGE
Powerex Corporation * Powerex
PPL EnergyPlus, LLC, et d. * PPL
Public Utilities Commisson of Sae of Cdifornia | CPUC
ok
Puget Sound Energy, Inc.* Puget Sound
Rdiant Energy Power Generdtion, Inc. Rdiant
Sacramento Municipdl Utility Didrict SMUD
St River Project Agriculturd Improvementand | SRP
Power Didrict *
San Diego Gas & Electric Co. * *** DEE
South Coadt Air Qudity Management Digricc* | SCAQMD
Southern Cdifornia Edison Company * Edison
Tri-State Generation and Transmisson Tri-State
Asoddion, Inc. *
Turlock Irrigetion Didrict * Turlock
Utah Municipal Power Agency * UMPA
Utility Reform Network and the Utility TURN/UCAN
Consumers Action Network
Weashington Utilities and Trangportetion Weaghington Commisson
Commisson **
Williams Energy Marketing & Trading Compary | Williams
Wyoming Public Service Commisson *** Wyoming Commisson
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UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSON

San Diego Gas & Hectric Company

Complanart,

V. Docket No. EL00-95-031
SHlesof Energy and Andllary SarvicesInto
Markets Operated by the Cdifornia
I ndependent System Operator and the
Cdifornia Power Exchange,

Respondents.
Invedigation of Practices of the Cdifornia Docket No. EL00-98-030
I ndependent System Operator and the EL00-98-033
Cdifornia Power Exchange
Cdifornia Independent Sysem Operator Docket No. RT01-85-000
Corporation RT01-85-001
Investigation of Wholesale Rates of Public Utility
SHlersof Energy and Anallay Savicesinthe Docket No. EL01-68-000
Wegtern Sysem Coordinating Coundl EL01-68-001

(Issued June 19, 2001)

MASSEY, Commissoner, concurring in part:

Today's order brings expanded price restraints mitigation to abroken market. 1 support the
order because it adopts measuresthat | have been championing for the past éght months. Price
controls are now extended to the entire western interconnection, therey diminaing the "megaweatt
laundering” problem that has vexed the mitigation programs adopted by the Commisson and the 1SO
over the pagt year. Codt-based price condraints are now extended to al hours, not just those of
resarve deficency. We havelong needed 24 x 7 coverage, and now we findly haveit. The price caps
will remain in place until September 2002, giving the market two full summersto correct. | endorse
these measures



While better late than never, | wish this Commisson hed taken effective action sooner. Unttil
today, the Commisson had stubbornly refused to implement full time price condraints, despite rather
clear evidence that priceswere nat just and reasonable. We could have prevented much of the
economic carnage in the western interconnection that has occurred over the pat year.

Given that the Commission today adopts meesuresthat | have long advocated, | am tempted to
dedarevictory and let it be. But | cannot. There are some aspects of the order thet | have
reservations about, and for these reasons | concur with the order. One aspect is the addition of a 10
percent surcharge to the market dearing price to reflect credit uncertainty. | do not see the need for
this The Commission hasissued ordersin the past few months ingructing the 1SO to abide by the
creditworthiness requirements of itstariff. | am concerned that the adder may diminish the ISO's
enforcement of those requirements. Moreover, it is my understanding that recently dl sdesinto the
ISO's markets have been backed by a creditworthy party. Indituting this surcharge does have a
modest bright Sde, however. Generators may no longer atempt to judtify bids on the bass of crediit
risk above what is provided for in the cost basad dearing pricing methodology. Thiswasamgor flav
of the dd ineffective $150 benchmeark in our earlier mitigation program. Eliminating thet ground for high

pricesis a podtive deveopment.

Second, the order should have provided guidance to the parties that will participatein the
settlement conference we order. | believe we are avoiding our responghility under the Federd Power
Act to st just and reasonadle prices by reguiring parties to settle a multitude of issueswith aprice tag
in the billions of dallars without at leest two cents worth of guidance.

And findly, | do not agree with the rhetoric in this order thet characterizes cogt of sarvice
pricng asirrdevant, and perhaps even downright harmful, on the theory thet it would discourage new
supply. | do not undergtand the need nor the logic of thislanguage. We have made achoicein this
order to gtrike a bdance between drict cogt of service regulation and blind rdiance on the market. The
mitigation program putsin place important cost basad price cgos while rlying on market basad pricing.
The order sets out reasons for this balanced choice, and aticulating them is dl theat is needed to support
our decison. | srongly disagree with the atement in the order that *a cost-based inquiry done would
not be suffident in these drcumdances to fulfill the statutory duty” under the Federd Power Act. | do
not reed the Federa Power Act, and the rdlevant court decisons, so redrictively. Thereisdill an
important role for cogt of service regulation where markets are not adequiate.

3

What is curious about this agpect of the order isthat the concarn isto avoid discouraging new
supply. However, asthe well respected economigt Alfred Kahn recently said of our long rdiance on
cogt of sarvice regulion, " ()f the literature agrees on anything about thet experience, it isthat cogt-
basad regulation, astraditiondly practiced, has encouraged the goldplating of sarvice and the very
excess cgpadity that seemed to promise such enormous benefits to consumers during the past decade if



rates were deregulated.™ Dr. Kahn believesthat cost of service may lead to too much supply. Thus, |
do not understand the mgority's logic concerning cost-basad regulation and supply adequecy .

These concearns notwithgtanding, | support today's order and the price protection plan it putsin
place. Toensurethat this price protection plan is successful, the Commisson mus exerdsedl of its
datutory powersto kegp naturd gas pricesin the Wes @ just and reesonablelevels. It is probably
generdly true that the margind plant dispetched in Cdiforniaisfired by naturd gesand usssalat of it.
Thus the success of the plan we adopt today in lowering prices dependsiin large part on fluctugtionsin
the price of naturd gas. The Commisson continues to have work to do in ensuring just and reesonadle
gas prices

Today's price protection plan gives Cdiforniaand the West bregthing room while their
dectricity markets are brought back to hedth. A number of items need to be addressad in the next 15
months for the recuperation to be successful. Clearly, there must be subgtantid amounts of new
generdtion cagpadity brought on line. A more baanced supply portfolio must be deveoped as Cdifornia
moves away from an over reiance on the oot markets A robust demand response program must be
implemented through demand bidding and accurate price Sgnds  Trangmisson condraints must be
rdieved in someway. And findly, the Cdifornial SO should explore anumber of market reforms, such
as the adoption of security congtrained unit commitment digpetch, the creation of an inddled capecity
market and resarve requirements, and asingle integrated day-aheed
market. Without these measures, | would be concerned about whether the marketsin the West can be
brought beck to hedth.

For these reasons, | concur with today's order.

William L. Maszy
Commissoner
UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSON

San Diego Gas & Electric Company,

V. Docket No. EL00-95-031

SHlesof Energy and Andllary SaviceInto
Markets Operated by the Cdifornia

I ndependent System Operator and the
Cdifornia Power Exchange,

1qagement of Alfred E. Kahn before the Committee on Governmentd Affairs, United Sates
Senate, June 13, 2001 at page 3.



Investigation of Practices of the Cdifornia Docket Nos. EL00-98-030

Independent Sysem Operator and the Cdifornia EL00-98-033

Power Exchange

Cdifornia Independent System Operator Docket Nos. RT01-85-000
Corporation RT01-85-001
Invedtigetion of Wholesde Rates of Public Utility Docket Nos. EL01-68-000
SHlers of Energy and Andllary Savicesinthe EL01-68-001
Wesern Sysems Coordinaing Counall

(Issued June 19, 2001)

Breathitt, Commissioner, concurming;

| concur with the result of today’ s order, and write separaidly to highlight one aspect of it. 1 am
concerned about the imposition of aten percent surcharge on the market dearing price paid to
generaorsto reflect credit uncertainty in Cdifornia. | have two primary concans. Hr4, the impodition
of such acredit surcharge seemsto concede to the Cdlifornia Independent System Operator (1S0) the
issue of whether or not the ISO mugt implement the Commission’s creditworthiness dandards. We
have directed the | SO to ensure the presence of a creditworthy counterparty for certain transactions:?
| am not

2

ready to concede thisissue and, therefore, | cdl upon the 1SO immediatdy to implement our orders
regarding creditworthiness

Second, | believe the imposition of such acredit surcharge may be premature. Intoday’s order
we do initiate settlement discussons among dl public utility sdlers and buyersin the ISO markets.
Among the issues we direct the parties to congder in their negatiations are “ creditworthiness metters”
| am concerned thet the credit surcharge could adversdly affect the settlement discussons on theissue
of progpective credit uncertainty.

Icdifornialndependent System Operator Corporation, et d., 95 FERC 161,026, at 61,081
(2001)



Othewise, | agree with my colleagues that creditworthiness and non-payment of accounts are
sgious problemsin Cdifornia | bieve the Commisson and the |SO mudt take immeditate Sepsto
addressthese problems. | just hope this surcharge does not prove to be an ingppropriate remedy for
this problem. Therefore, | respectfully concur.

LindaK. Bresthitt
Commissoner



